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Life Insurance and Inflation 
R. I. Meurer 


S LIFE INSURANCE a good asset to hold 
luring periods of inflation? This is a 
muestion which has provoked a great 
ical of discussion among investment 
ounsellors, insurance men, and the in- 
esting public. It is a serious question 
specially among life insurance sales- 
nen, because they must learn to answer 
t with a convincing “yes” or see a 
food part of their market fade away. 
eddlers of stocks and other inflation- 
ry hedges might be inclined to answer 
he question in the negative. Although 
| categorical “yes” or “no” answer to 
his question would be desirable, it 
vould be both impossible and unrealis- 
ic. Yet an unbiased answer is not 
lifficult. 

There is no question that inflation 
uts heavily into the values of life in- 
urance just as it does into any other 
nvestment of a fixed dollar value. 
‘herefore life insurance can be no in- 
estment hedge against inflation. But 
9 say that, because of this, life insur- 
nce is a poor investment is very much 
ke saying that a rose is a bad flower 
ecause it tastes so bad. Life insurance 
oes not propose to be a hedge against 
wlation. It is purchased to hedge 
gainst premature death and old age. 
ersons seeking a hedge against infla- 
on must look to other investment 
vedia. Life insurance does, however, 
srve as a good hedge against deflation. 


Life Insurance as a Hedge Against 
Premature Death 
One of the major buying motives for 
fe insurance is to obtain protection for 
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widows and children against the loss of 
family income resulting from the pre- 
mature death of the breadwinner. The 
need for protection against premature 
death continues and is important ir- 
respective of the inflationary cycle. Of 
course inflation can have a very real 
and serious effect on the value of life 
insurance protection. For example, it 
requires approximately $44,000 of life 
insurance to provide a life income of 
$150 a month for a widow aged 40. If 
the cost-of-living index rises to the 
point where it will take $200 a month 
instead of $150 to buy the bare necessi- 
ties of life, the amount of life insur- 
ance required to maintain this level 
of income protection would be ap- 
proximately $59,000. Secular inflation 
means, therefore, that a man must con- 
tinually buy more and more life insur- 
ance if he wishes to maintain the same 
real level of protection for his family. If 
the family income grows, as it will for 
many families during periods of pros- 
perity, it should not work too great a 
hardship on the family to safeguard the 
value of its premature death protection 
by increasing the amount of life insur- 
ance in force on the life of the bread- 
winner. This, of course, assumes that 
the physical health of the insured is 
good enough to qualify him for more 
insurance. 

It might be well to discount the pos- 
sibility of inflation in advance by pur- 
chasing large amounts of term insur- 
ance. This protects the insurability of 
the breadwinner and also protects 
against the evil effects of any inflation 
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which occurs after the death of the 
insured. For example, if $150 a month 
is needed for the beneficiary the in- 
sured can take $59,000 of life insurance 
and use $33,000 of it to provide a life 
income of $110 a month for the bene- 
ficiary. The other $26,000 can be left 
at interest with the insurance company 
and as such will pay $40 a month. This 
will bring the total monthly income up 
to the desired $150. The $26,000 fund 
may be held as protection against in- 
flation. It may be converted into a life 
annuity for the beneficiary whenever 
additional purchasing power is needed 
to maintain the pre-inflation purchas- 
ing power of $150 a month. 

For example, if prices should rise 
so that by the time the widow is age 45 
it takes $165 a month to maintain the 
purchasing power of the income, the 
additional $15 a month can be pro- 
vided by converting $7,000 of the 
$26,000 fund into a lifetime annuity." 
If by the time the widow reaches age 
55 inflation has continued so that $215 
a month is needed, the additional $50 
can be provided by converting the rest 
of the insurance into a life income. If 
the feared inflation never materializes, 
the $26,000 fund can pass to the heirs 
of the beneficiary. The cost of this 
extra $15,000 of life insurance would 
be slightly over $150 a year on a term 
insurance plan issued at age 40, non- 
participating. It would cost about $450 
a year on a continuous-premium, ordi- 
nary life plan. 

The effect of inflation on the value of 


* The $7,000 will pay about $25 a month, 
but the net gain will be only $15, since there 
will no longer be an interest income of $10 
a month from this fund. The interest in- 
come will decline to $30 a month. 


life insurance is much the same as i 
effect on the value of property insuz 
ance. For example, if inflation cause 
the value of a house to rise fror 
$15,000 to $25,000, then the amount a 
fire insurance on that house should b 
increased from $15,000 to $25,000 3 
full protection of its value is to b 
maintained. Inflation similarly increase 
the value of human lives and demand 
more life insurance protection if thes 
values are to be protected. As dollaz 
become less valuable, it takes more o 
them to offer the same amount of rea 
protection. Thus a man, just as wit 
everything else, must pay more for hi 
life insurance if he expects to maintaz 
the same standard of protection. 
The problem of maintaining cox 
stant protection against prematur 
death in face of continuous inflatice 
is not so difficult as it might appear a 
first glance. As the beneficiary advance 
in age, it will take less insurance to pre 
vide her a given life income. For ex 
ample, although it takes $44,000 of lif 
insurance to provide a widow a lif 
income of $150 a month, starting a 
age 40, it would take only abou 
$37,000 of life insurance to provid 
this same life income for a widov 
starting at age 50. If the full $44,00 
of life insurance needed to provide 
life income of $150 a month for 
widow age 40 does not mature bv 
instead is left in force until the widoy 
reaches age 50 (as when the insure 
does not die until his wife reaches ag 
50) the life msurance would have ir 
creased in income value to the wido 
from $150 a month to $185 a month. ] 
the insured lives until his beneficiary 
age 60, his $44,000 of life insurance wi 


rotect his widow to the extent of a life 
come of approximately $195 a month. 
Il these incomes are quoted on the 
asis of a 10-year certain guarantee 
and life thereafter. This rise in value 
ffers very real protection against in- 
ation so long as the policyholder lives. 

The following tabulation is illustra- 
ve of the life income values of $1,000 
f life insurance proceeds at various 
ages of the beneficiary. The table shows 
how life insurance grows in income 
value as the beneficiary advances in 


age. 
Monthly Life Income 


Age of per $1,000 
Beneficiary of Insurance Proceeds 
Female (10 years certain) 
SD 2 IR erg a $3.18 
BE PN Pe aR i, ik 3.39 
1S sae 3.64 
SU. ES eee 3.95 
TTR os ode hchc rocks, alvik 4.32 
en eer ree ety oie 4.79 
(3) SA eat i359 
TAG). | ok As ee sear ee 6.01 
15. SE ee eee 6.76 
CY ee ee ae Se eee 7.54 


What about protection for the bene- 
iciary against inflation which may oc- 
cur after the breadwinner has passed 
away? Suppose the insured dies when 
the widow is age 40. The $44,000 of 
ife insurance would provide her a life 
ncome of $150 a month. If prices rise, 
he value of this income will fall. What 
san she do to offset this loss in value? 
The answer is simple — nothing, un- 
ess there was additional insurance left 
ut interest as insurance against infla- 
ion. But, for the following reasons, 
his is no indictment of life insurance! 

In the first place, without the use of 
ife insurance no fund as large as 
$44,000 could have been accumulated 
or the widow over so short a period 


LIFE INSURANCE AND INFLATION 


of time. For example, assume that the 
husband and wife are both age 30 
when the $44,000 policy is purchased. 
The premium on this insurance at 
that age is about $840 annually on a 
non-participating, continuous-premium, 
whole - life plan.?, Over a 10-year 
period only $8,400 would have been 
paid into the fund.’ If the insured 
should die at the end of 10 years, the 
investment insurance would 
have grown over five times. It would 


in life 


take a tremendous rise in the value 
of stocks or real estate or a fantastic 
interest yield to produce this kind of 
increment through investments in other 
than life insurance contracts. Such a 
rise in value can offset inflation of the 
worst kind. 

The fact that this increase in value 
can occur only by reason of the death 
of the policyholder is of no serious con- 
sequence, since it is assumed that the 
investment is made for the sole purpose 
of protecting dependent survivors. If 
the insured had lived to age 55 he 
would have paid premiums amounting 
to nearly $21,000. The death benefit 
would more than double the value of 
this investment. If the insured lives to 
age 65, when the need for premature 
death protection subsides, he has con- 
tributed slightly over $29,000 but he 


* “Non-participating” means that no divi- 
dends are payable to policyholders. The 
continuous-premium, whole-life plan means 
that a level premium is paid each year 
while the insured is alive, and the face of 
the policy is payable upon the death of 
the insured, whenever that may occur. 

*In the 10-year renewable term plan, the 
initial annual cost of the protection would 
be about $420, non-participating. For the 
entire 10 years this would amount to only 
$4,200. The term policy is payable only if 
death should occur within the term period. 
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has somewhat more than $25,000 in 
cash values, assuming that he has pur- 
chased a continuous-premium, whole- 
life policy. This cash value of $25,000 
can be used to provide a retirement 
income. 

The next question which arises is: 
What should the 40-year-old widow 
do with the $44,000 of life insurance 
proceeds? If she takes a life-income 
settlement option, it will provide her 
with $150 a month. This is equivalent 
to more than 4 percent on her money. 
Since the $150 a month is a payment 
made by reason of death it is tax-free. 
This makes the 4 percent even more 
attractive than it appears at first 
glance. Of course, the cost of this rela- 
tively high return is the liquidation of 
the capital, but since the purpose of life 
insurance is to provide an income to 
care for the beneficiary there should 
be no concern over liquidating the 
principal amount. After all, the pur- 
pose of life insurance is not to leave 
the beneficiary capital to leave to some- 
one else. What further use could a 
dead beneficiary make of her capital? 

If the $44,000 of insurance proceeds 
were invested in income-paying govern- 
ment securities, the beneficiary would 
have only about $75 a month and this 
fund would be subject to income taxes. 
Of course, the beneficiary might find 
stocks with high yields which would 
provide some protection against infla- 
tion, but these types of investments are 
rather risky business. For the average 
widow, a certain $150 a month at the 
expense of liquidating the capital might 
be more desirable than an uncertain 
$150 a month, or more, derived from 
speculative securities although under 
this latter arrangement the capital 


might remain intact. The widow mig 

find that it is better to expose hersel 
to the perils of inflation than to thi 
uncertainties of speculative investmen 
income. Of course, the ideal would b 
to have enough life insurance so th 

part of it could be used to hedge 
against deflation through an annuitt 
income and the rest used to hedg 
against inflation through an investmen 
in stocks and other equity propertie 


Life Insurance as a Hedge 
Against Old Age 

Planning for financial security in ole 
age is not easy today in face of higk 
taxes, low interest yields, and inflaa 
tionary trends. Therefore, it must bé 
done early and systematically. Today’? 
high taxes mean that a man can save 
less out of a given salary and invest- 
ment income. Currently, a married mar 
with one child who earns in the neigh- 
borhood of $5,000 a year will pay an 
income tax of nearly $550 annually. As 
his income increases, his tax burder 
rises sharply. A man does not have tc 
be earning very much under the present 
income tax structure to find his mar- 
ginal dollar taxed at the rate of say, 34 
percent or even 38 percent. 

Low rates mean __ that: 
(1) savings grow more slowly, and 
(2) larger amounts of capital are 
needed to pay a given income. At 2¥ 
percent return, $48,000 is necessary to 
pay $100 a month. At the 6 percent 
that was available in Grandpa’s time. 
a $100 a month retirement income re- 
quired only $20,000 of capital — a sum 
much easier to save not only because it 
is a smaller amount but also because at 
the rates of compound interest avail- 
able then, dollars grew much faster. 


interest 


_— 


i 
At 6 percent, a dollar doubles itself in 
ss than 12 years; at 2% percent it 
kes 28! The final effect is that over 
+ 40-year working lifetime, savings of 
mily about $2.50 a week are required to 
rovide $100 a month at retirement 
i interest is at 6 percent compounded 
tanually. At 2% percent interest, sav- 
4 of $2.50 a week would yield only 
bout $18 a month. To provide $100 
» month would take savings of $2.50 a 
day for a five-day week. Thus, a decline 
Mn interest from 6 percent to 2% per- 
sent means that to provide a given re- 
irement income a man must, over a 
{0-year working lifetime, save as much 
n a day as his grandfather had to save 
n a week! Not only are the dollars 
aarder to save and accumulate today, 
jut also it takes more of them to pro- 
vide a given minimum standard of 
iving. 

How large a retirement income 
would Grandfather have been able to 
guild for himself if he had just saved 
ind invested a sum equivalent to the 
ncome taxes his grandson now has to 
yay? Assume that the amount of these 
axes is $550 annually, as indicated in 
he illustration. Assuming that Grand- 
ather had saved this amount during 
ais working lifetime (40 years) he 
vould have been able to retire on over 
3400 a month at age 65. 

The result of the currently high taxes 
ind low investment yields is that today 
irtually the only way many men can 
uild a retirement income at age 695 
s to liquidate their principal. Few men 
it 65 have enough capital to provide 
. livable income from interest alone. 
[hey must draw on capital. But the 
yrincipal must be drawn on systemati- 
ally so that it is not liquidated before 
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they are. Systematic liquidation, there- 
fore, calls for the use of the annuity 
principle. Here a regular income is 
paid to the annuitant as long as he lives. 
Upon his death there may or may not 
be a refund, depending upon the type 
of annuity agreement made. The largest 
monthly income, of course, is derived 
from a straight life annuity, that is, an 
annuity which terminates upon the 
death of the annuitant without any 
refunds or guaranteed instalments. 

In planning for life insurance needs, 
retirement can be left as one of the last 
considerations. This is the case because 
cash values of the policies designed 
to meet premature needs will take care 
of a good part of the needed old age 
income. For example, the $44,000 of 
life insurance previously discussed will 
have a cash value at age 65 of slightly 
over $25,000. This will provide a re- 
tirement income of somewhat more 
than $150 a month for life, with 120 
($18,000) guaranteed. In 
comparison, invested at 3 percent —a 
high rate for a safe investment — the 
$25,000 will pay less than $65 a month. 
If the $25,000 fund had been built up 
through securities or investments other 
than life insurance, it could be used to 


payments 


purchase an annuity paying about $140 
a month (10 years certain). This is $10 
a month less than that provided by con- 
verting a similar amount of life insur- 
ance cash values into an annuity. The 
additional cost of annuities purchased 
with proceeds from outside investments 
arises from the additional 
writing the policies, which includes an 
attractive commission for the agent. 
No agency commissions are paid when 
life insurance cash values are converted 
into annuities. A straight life annuity 


cost of 
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Monthly Incomes (120 months certain) at Age 65 
(Non-participating; issued at age 25) 


Monthly income: 
(per $1,000 of 
Rate per $1,000 Type of policy Chadhat ate | insurance) whic 
of face value cash values 
will pay at 
65, male 
$10.34 Term, to age 65 0 0 
16.56 Continuous-premium, whole life $597 $3.64 
15552, Life, paid up at 65 754 4.50 
28.16 Twenty-pay life 754 4.50 
PASTS Endowment at 65 1,000 6.06 
30:79 Retirement income 1,664 10.00 


without the 10-year guarantee would 
increase the monthly payments by 
about $17 a month. The $150 a month 
annuity payments when combined with 
social security benefits would yield an 
adequate retirement income. In addi- 
tion, some families have the benefit of 
industrial pensions to fill out their re- 
tirement programs. 

The amount of retirement income 
available from a life insurance policy 
depends upon the type of policy owned. 
For example, the accompanying table 
lists several policies. Compare their 
premium rates and the amount of life 
income their available cash values will 
pay, starting at age 65. 

The rates indicate which policy 
should be selected in any given life 
insurance plan. The greater the relative 
need for more premature death protec- 
tion, the lower should be the premium 
plan selected. For example, at age 25, a 
$300 annual premium could purchase 
slightly over $18,000 of premature 
death protection but only about $65.50 
old age income protection if purchased 
on an ordinary life basis. A $300 an- 
nual premium spent for a retirement 


income policy would provide oni 
about $10,000 premature death protec 
tion but about $100 monthly retiremen 
income. If the entire $300 is used te 
purchase term insurance to age 65, # 
would buy about $29,000 of premature 
death protection but no old age pro- 
tection at all! 

Some people prefer to accumulate 
retirement funds through investment 
media other than life insurance. Sup 
pose a man age 65 has been able ta 
accumulate $50,000 in liquid asset 
which he now plans to use for retire+ 
ment. He will have to invest it in 4 
long-term, management-free, safe in- 
vestment — a type of investment whic 
generally produces a low yield. In; 
vested at 3 percent (a liberal assump- 
tion) this fund would yield only $1254 
a month. It is doubtful that a man wh 
has earned enough during his working 
years to accumulate $50,000 would be 
satisfied with only $125 a month. If 
the $50,000 were put into an immedi- 
ate straight life annuity, it would pay 
him a monthly income of $317 
month. An instalment refund annul 
would pay him $252 a month. | 
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_ If the $50,000 had been built up 
rough life insurance, the settlement 
of the policy could have been 
used to provide an even better income 
and the accumulation would have been 
made free of income tax. Fifty thou- 
nd dollars in cash values on a policy 
sued after October 1, 1942, will yield 
t age 65 about $340 a month on a 
Straight life basis. If the policy had 
been purchased between January 1, 
1939, and October 1, 1942, the monthly 
income from it at age 65 would be 
about $365 a month. On policies pur- 
chased between 1937 and 1939, the 
monthly income would be about $385. 
The older policies have more favorable 
Income options because they contain 
a more attractive interest guarantee 
and the benefits were computed on the 
basis of a shorter life. When interest 
assumptions were cut down from 3¥ 
percent to 2 percent and more realistic 
mortality tables were adopted, the cost 
of annuities increased. If interest rates 
increase in the future, however, the 
holders of participating annuities will 
benefit by means of dividends. 

One serious problem facing every 
married man who is planning for re- 
tirement is the matter of income for 
his wife if he predeceases her after he 
has passed retirement age. At least two 
solutions suggest themselves. One is the 
use of the joint-and-survivorship in- 
come option. This option promises to 
provide an income until the death of 
the last of the survivors — in this case, 
intil both husband and wife are dead. 
The one disadvantage here is the low 
field. Joint-and-survivorship income 
ser $1,000 of cash value for a male 
we 65 and a female age 62, for ex- 
imple, will run, in a typical company, 


$4.67 per month as contrasted to $6.75 
for the male alone. If the option stipu- 
lates that the life annuity shall be re- 
duced to two-thirds at the first death, 
then the payments will rise from $4.67 
to $5.46 per month during the lifetime 
of both annuitants and thereafter fall 
to $3.64 during the lifetime of the 
survivor. Since two do not live as 
cheaply as one, it may thus be desirable 
to lower the income at the first death 
in order to get a more adequate income 
during the lives of both annuitants. 

The second solution is to retain part 
of the life insurance in force, either 
on a premium-paying basis or as paid- 
up insurance. The method selected will 
depend on the amount of income for 
the amount of insurance available. 
Under this plan, at the death of the 
husband, the life insurance proceeds 
will continue the income for the wife. 

In some instances, there will be life 
insurance on the wife which can be 
used to provide her with a retirement 
income in her own right that will con- 
tinue regardless of the prior death of 
her husband. In the average family, 
however, the need for premature death 
protection of the breadwinner is such 
that it is rarely economically feasible 
to build a separate retirement income 
for the wife sufficient to cover her 
needs in the event that she outlives 
her husband. 

The annuity makes it possible to pro- 
vide a higher monthly income for re- 
tirement than can be made available 
through investments in securities of 
equal safety. This is done through the 
systematic liquidation of principal. ‘The 
principal danger in the use of annuities 
is the exposure to loss of purchasing 
power through inflation. If it were pos- 


sible to get a large enough safe income 
from the use of inflation-proof invest- 
ments, then annuities and life insur- 
ance would be poor assets to hold when 
inflation is imminent. But in many 
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cases, for reasons presented in thi 
article, life insurance and annuities ar 
the only answer to the problem o 
hedging against premature death anc 
old age. 
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The Atomic Energy Commission’s Developments 


| Near Paducah 


Rosert E. Rose 
Public Information Officer, Atomic Energy Commission 


®N DECEMBER 15, 1950, following the 
nnouncement of the H-bomb project 

South Carolina, the Atomic Energy 
Commission disclosed the fact that the 
President’s request of December 1 in- 
cluded funds for a new plant for the 
production of Uranium-235 by the 
zaseous diffusion process. The location 
for the plant was to be a site near 
Paducah. I doubt that we of the Com- 
mission are in a position to speculate 
with any authority on the probable im- 
dact of the plant on the area selected. 
Although we cannot prophesy as to the 
consequences of our new plant, we may 
zive, within security limitations, infor- 
mation pertaining to the project itself, 
rom which others may draw their own 
sonclusions as to what it will mean to 
he Southern Illinois industrial area. 

Businessmen and industrialists in the 
wea may be particularly interested in 
sowing something of the reasons for 
election of the site. They are no doubt 
nterested in the basic purpose of the 
roject, its anticipated size with respect 
o employment, as well as estimates of 
srobable cost. The Atomic Energy 
Jommission is, of course, an arm of the 
‘ederal government. Since that is true, 
he citizens of the area are not only 
nterested in but entitled to know 
omething of its operating policies and 
nethods. 

The plant now under way is situated 
m land formerly included in the Ken- 
ucky Ordnance Works area, some 16 


miles west of the City of Paducah. The 
total project area now embraces some 
7,300 acres, approximately 2,600 of 
which will ultimately be ceded to the 
Tennessee Valley Authority. The pur- 
pose of the plant is to augment the 
production of fissionable Uranium-235 
by the gaseous diffusion process. It is 
essentially a duplicate of one of the 
plants at Oak Ridge, Tennessee. 
Perhaps because Paducah is the 
home of one of our highest-ranking 
government officials, the matter of site 
selection seems to be of particular in- 
terest in this area. The administrative 
history leading up to the decision to 
build the new plant on the site of the 
old Kentucky Ordnance Works 
spanned a period of several months and 
involved the expenditure of consider- 
able time and effort on the part of 
several government agencies. At the 
time the decision was made to build a 
new plant to increase production of 
fissionable materials, the Atomic En- 
ergy Commission requested the De- 
partment of Defense and the National 
Security Resources Board to assist in 
the selection of a suitable site. In the 
actual surveys and analyses which fol- 
lowed, other agencies lent assistance of 
great value. Because of the need for 
speed and economy the search was con- 
fined to tracts owned either wholly or 
partially by the government. Other 
major criteria were the apparent avail- 
ability of labor, the accessibility of 


[it] 


large concentrations of power, and 
proximity to existing centers of popu- 
lation, so as to permit construction and 
operation of the plant without building 
new communities. 

Actual sites surveyed for study num- 
bered a score or more. Of these some 
were found to be unavailable because 
of other uses. Terrain of others was too 
rough for large-scale construction. Still 
others lacked accessible electric power. 
Selections were gradually weeded out 
until by September, 1950, the search 
had narrowed down to three probable 
sites. Of these the Kentucky Ordnance 
Works area appeared to offer the great- 
est number of advantages. The recom- 
mendation was turned over to a special 
committee which had been appointed 
for site selection of the H-bomb project 
The committee 
unanimously approved the Paducah 


in South Carolina. 


site. 

Title to the site was in the Depart- 
ment of the Army and the land had 
been declared excess. Buildings and 
machinery were being maintained by 
the General Services Administration on 
a stand-by basis; and GSA had sold all 
but 1,400 of the original 15,000 acres. 
Acquisition of a portion of the ad- 
ditional land required was simplified by 
virtue of the fact that a repurchase 
clause in favor of the government had 
been inserted in each deed of sale. 

Large quantities of electric power 
constitute a major requirement for 
operation of a gaseous diffusion plant. 
It was essential that fuel and water be 
available in such volume as to permit 
the development of large new power 
plants. Substantial amounts of power 
from existing sources must be available 
during the interim period before these 
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large steam plants could be in opera 
tion. The site selected meets both o 
these requirements. TVA’s Kentuck: 
Dam and the private utilities operating 
in the area offered assurance of ade 
quate interim power. Fuel from thi 
coal fields of Kentucky and Southerr 
Illinois and water from the Ohio Rive 
seemed to be ample for the develop 
ment of steam power facilities to mee} 
the needs of the plant. 

Prior to the announcement of thd 
new plant the Commission commencee 
negotiations for both its long-term ane 
short-term power needs. Originally, th 
Tennessee Valley Authority undertoo 
to assure the Commission of all th 
power needed for the production facili 
ties, if necessary. A number of private 
utility companies were approached 53 
AEC. These contacts failed to develog| 
The possibilit?} 


was then explored of a combination o 


acceptable proposals. 


private companies which might supply} 
all or part of the power required, anc 
also ae interconnecting lines te 


These negotiations resulted in a prof 
posal from a combine of five private 
power companies in Southern Illinois 
Kentucky, and Missouri to construct 
a power plant capable of meeting halil 
of the project requirements. Under 4] 
contract with AEC the private powe : 
companies will install interconnecting) 
lines, so that power excess to the needd 
of the project can be distributed back 
through the member systems; con 
versely, power excess to the utilities 
needs will be available to the AEG 
during the interim period pending com) 
pletion of the steam plant. The remain) 
ing half of the electric power will be 
furnished by TVA under the same sory 


eA 


contract provisions, with intercon- 
ecting lines back through its system. 
The joint output of the new steam 
lants of TVA and the private power 
ombine, known as Electric Energy, In- 
rporated, will approximate 1,250,000 
ilowatts. The two steam plants are 
ow under construction. That of the 
VA adjoins the AEC plant area, and 
the Electric Energy plant is situated on 
the Illinois side of the Ohio River, just 
below the community of Joppa. 

The AEC plant is expected to con- 
sume approximately 1,000,000 kw. It 
should be of particular interest to busi- 
nessmen and industrialists in the area 
to note that there will be an apparent 
surplus of some 250,000 kw. In a com- 
parative sense this amounts to approxi- 
mately two-thirds of the total power 
output of Kentucky Utilities, and con- 
siderably more than the average annual 
output of Kentucky Dam. 

It is conceivable that this tremen- 
dous concentration of power, reputed 
to be one of the largest in this country, 
will provide a strong attraction to in- 
dustry to locate in this area. For this 
and other reasons, some have prophe- 
sied that this will become a center of 
industry in the fields of light metals 
and chemicals. 

The AEC plant is being constructed 
oy F. H. McGraw & Company of Hart- 
ford, Connecticut. Its prime construc- 
“ion contract for some $330 million is 
said to be the largest single contract 
ever awarded by the government. Here 
gain, as in the case of site selection, 
he McGraw Company was selected 
by means of a careful screening and 
unalyzing process. More than a score 
of large construction organizations 
which had done work for the Commis- 
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sion at various times were considered. 
Obviously, the company selected for 
this tremendous and complex construc- 
tion job must be one of considerable 
stature in the construction field. It must 
have and must have demonstrated the 
organizational know-how to develop 
and implement, in an extremely limited 
period of time, the complex adminis- 
trative, engineering, and construction 
organization that the project demanded. 
The McGraw Company rated high in 
all of these considerations. Perhaps the 
most important factor of all was the 
necessity of selecting a company which 
not only had the know-how required, 
but had immediately available within 
its organization top-flight engineers and 
administrative men who could form 
the nucleus around which a construc- 
tion organization could be built. 
Actual construction at the site is now 
well under way. The anticipated em- 
ployment peak is in the neighborhood 
of 12,000, which is expected to be at- 
tained in the latter part of this year. 
During the early stages of construction 
most of the personnel had been ob- 
tained from the local labor market. 
That is to say, it has been possible to 
obtain laborers and mechanics already 
living within commuting distance of 
the job. As the peak is approached, 
the manpower requirements will be pre- 
dominantly for highly skilled men, 
particularly electricians and pipe fitters, 
who will have to be recruited from 
more highly industrialized areas. The 
expectation is that out of the total work 
force of some 12,000, perhaps 50 per- 
cent will be immigrants to this area. 
Design work for the project is being 
done principally by three architect- 
engineer firms operating under prime 


contracts with AEC, which are now on 
the project. Preliminary engineering 
and design of the plant and construc- 
tion inspection are being performed by 
Giffels and Vallet, Incorporated, of 
Detroit. The firm of Sargent & Lundy, 
of Chicago, is concerned with design 
and inspection of construction of power 
facilities. The contract with Smith, 
Hinchman & Grylls, Inc., of Detroit, is 
for design and engineering for sanitary 
and fire water systems, sewer system, 
steam plant, and miscellaneous struc- 
tures. It is interesting to note that these 
firms commenced work concurrently 
with the construction contractor, and 
have the extremely difficult job of de- 
veloping and releasing drawings suffi- 
ahead of the 
contractor so as not to impede the 


ciently construction 
progress of the construction schedule. 
Production facilities will be operated 
by the Carbide and Carbon Chemicals 
Company, a division of Union Carbide 
and Carbon Corporation. The com- 
pany is now operating plants for the 
Atomic Energy Commission at Oak 
Ridge, Tennessee, and has acquired the 
technique and know-how necessary for 
maximum production efficiency at the 
Paducah plant. Carbide is also respon- 
sible for process design and procure- 
ment of special and critical equipment 
and materials. It is expected that total 
production employment at the plant 
will be in the neighborhood of 1,600. 
The operating contractor is manning 
the job concurrently with construction. 
Most of the top administrative and 
technical personnel will be transferred 
from Oak Ridge. Approximately half 
of the total production employment will 
be immigrants to this area from other 
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sections of the country; the remainder 
will be employed from local sources. 

The production contractor is estab- 
lishing schools for the training of pro- 
duction personnel. As individual build 
ings are completed at the site they will 
be immediately turned over to Carbide. 
The objective is the commencement of 
actual production operations immedi- 
ately upon completion of the construc- 
tion program. 

The enumeration of these majo 
companies, charged with the responsi 
bility of designing, constructing, an 
operating the Atomic Energy plant a 
Paducah, should be of particular inter 
est to business and industry in this area. 
It points up specifically and realistically, 
a fundamental operating policy of the 
Atomic Energy Commission. The Com= 
mission itself is a government agencv. 
In pursuance of the discharge of its 
responsibilities under the Atomic En- 
ergy Act, the Commission is striving to 
achieve its objectives in accordance 
with the private enterprise system of! 
our country. 

I believe that point is worthy of! 
emphasis. We now have, actually, sev-+ 
eral thousand contracts with universi-- 
ties, research organizations, and indus-- 
trial concerns, both large and small, 
for the conduct of virtually all phases 
of the atomic energy program. It might} 
be questionable from a legalistic stand- | 
point as to whether the Atomic Energy | 
Commission, through this action, is 
departing, in a strict sense, from the | 
authority granted by the Congress. Be 
that as it may, private enterprise is 
being relied upon to an increasingly 
larger extent to carry on the develop- 
ment and application of atomic energy 
in its various aspects. To the fullest 


: 
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P... permissible under national se- In a relative sense the Paducah plant 


urity regulations, the Commission has 
nncouraged the participation of private 
nterprise and has made scientific and 
technical information available for its 
use. 

This philosophy is being applied as 

ell in matters indirectly relating to 

€ expansion program. As might be 
surmised, we have encountered a num- 
ber of very real problems not directly 
connected with our project, but never- 


. 
: 
: 
; 


theless exercising an important influ- 
ence in prosecuting the construction 
and operation of the plant. The immi- 
grant employees for both construction 
and operation must be housed; schools 
must be provided; and community 
facilities and services must be available. 
The Commission has the authority 
under the Atomic Energy Act to take 
such action as is necessary to meet 
these problems. Here again, however, 
we prefer to look to private enterprise. 
We have encouraged the development 
by private capital of temporary housing 
and trailer parks for construction em- 
ployees. We have lent our assistance 
and support in developing measures to 
stimulate private home construction. 
We have attempted, in the fullest pos- 
sible measure, to assist the local com- 
munities in finding solutions to their 
problems having to do with expansion 
of utilities and services — water and 
sewer systems, roads and streets, police 
and fire protection, public health, hos- 
pitals, schools, and others. 


will not be a particularly large enter- 
prise. The maximum permanent em- 
ployment is expected to be about 1,600. 
Probably half of this number will be 
newcomers to this area. As compared 
with other industries in Southern IIli- 
nois and Kentucky, this is not, in and 
of itself, sufficiently large to create any 
great industrial impact. Of far more 
importance, it seems to me, is that 
which might be reasonably expected to 
result from the location of the plant in 
this area. 

The potentials of atomic energy and 
its impact on our economic and social 
structure are immeasurable at this time. 
I think that I may say that it is a 
source of much misgiving to many of 
those affiliated with the atomic energy 
program today that its primary purpose 
is, and apparently must remain for an 
indeterminate period of time, the re- 
search, development, and production 
of the materials and weapons of war. 
Even so, the by-products and the re- 
lated research in the field of atomic 
energy have already made deep and 
lasting impressions. The most note- 
worthy is the use of radioisotopes in 
medicine, biology, agriculture, and in- 
dustry, which holds a promise of ulti- 
mate benefit to mankind that is fan- 
tastic to comprehend. It is our fervent 
hope and prayer that the day may come 
when all of our energies may be di- 
rected to that end. 


Economic Impact of the Joppa Power Plant 
on Southern Illinois 


J. R. Broperick 
Division Manager, Central Illinois Public Service Company 


THE ECONOMIC IMPACT on the economy 
of Southern Illinois of the new power 
plant now being constructed by Elec- 
tric Energy, Inc., will no doubt be 
appreciable. Electric Energy, Inc., is a 
company formed for the purpose of 
constructing and operating this power 
plant and is owned by five electric 
utilities now located in the area. These 
companies are Union Electric Com- 
pany of Missouri, Central Ilinois 
Public Service Company, Illinois Power 


Company, Kentucky Utilities Com- 
pany, and Middle South Utilities Com- 
pany. 

Electric Energy, Inc., therefore 


should be considered as a local concern, 
for it is owned by local companies and 
its property is in our own back yard. 
This company was formed on very 
short notice because of the emergency 
and considerable red tape and nego- 
tiations were dispensed with, a fact 
which clearly proves that private busi- 
ness can, when called upon, perform 
just about any task demanded of it. 
These five utility companies are now 
interconnected through their present 
transmission systems, and will provide 
the electric service necessary for con- 
struction of the plant. After the plant 
is placed in operation these intercon- 
nected systems can provide emergency 
capacity to the plant when this is neces- 
sary. In like manner, should there be 
any spare or surplus capacity above the 
firm commitments of the plant, this 
energy will be made available to the 
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_ which will have a capacity of 1,200,000 


transmission systems of the five utility) 
companies. After the installation of the: 
original designed capacity, should it be 
deemed advisable at any future time to 
install additional capacity for the needs; 
of these five utility systems, this can be: 
done. The original plant cost is esti-- 
mated to be $90,000,000. 

A brief description of the plant may’ 
bring home to the reader its immense? 
size and capacity. 

The coal-handling facilities, the coal. 
storage area, the sub-station yard, and! 
the barge-handling facilities are shown | 
in some detail in the architect’s draw- 
ings. A large tower is provided to carry 
a double circuit across the Ohio River: 
which will convey energy to the atomic 
energy plant. Supplying this power is, 
of course, the immediate occasion for» 
the plant’s construction. 

The plant will be located about 14) 
miles down the Ohio River, or west of | 
Joppa, a town of approximately 750 
people. It will consist of four steam 
turbo generators, each with a capability 
of 163,000 kw. The turbines are as 
large as or larger than any machines so 
far developed for one shaft. They will 
be of the outdoor type. This is thought 
to be the farthest point north where 
this type of turbine has been installed. 

There will be four outdoor-type 
boilers, one for each turbine, each of 


pounds of water per hour. In other 
words, they will be able to evaporate 
approximately 145,000 gallons an hour. 
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Each boiler will be as high as a 14- 
story building and will be approxi- 
maately 50 feet long and 85 feet wide. 
The entire capacity of these four units 
will deliver approximately 650,000 kw. 
at the bus bars. 

The fuel for firing the boilers will 
Se powdered coal, and the annual re- 
quirements will approximate 2% mil- 
lion tons. This is some 7,000 tons per 
day and is larger than the capacity of 
most of the single mines in Southern 
linois. Only one or two mines in this 
area produce so much coal a day at 
peak capacity. 

Now let us see what 2% million tons 
of coal a year means to the community 
of Southern Illinois. No doubt much 
benefit will be derived by all who are 
connected with the coal industry, which 
in this area means practically every- 
one. Using an average of 11% tons per 
man-day as a fair average of produc- 
tion and $17.50 per day as an average 
wage for the miner, this 2% million tons 
per year will mean almost $4 million 
in wages each year, or about $333,000 
a month. This is therefore a very di- 
rect benefit to the area economy and 
will result immediately when the plant 
is in full operation, which is expected 
to be within two years. 

Now let us assume for this discussion 
hat all of the coal will be hauled by 
mil. If that is the case and a $1.32 
reight rate is assumed, the railroads 
will receive $3,300,000 per year, or 
5275,000 per month, for this freight 
ervice. To ship this coal will require 
5,000 railroad cars. The handling of 
his business will require 500 railroad 
mployees at an average daily wage of 
312.58. The total payroll will be $151,- 
50 per month, or $1,815,000 per year. 


Now let us examine the benefits of 
the wages paid for the construction 
and later for the operation of this 
plant. 

It is estimated that at the peak of 
construction 2,000 people will be en- 
gaged in the work. These people dur- 
ing this period will be paid approxi- 
mately $800,000 a month in wages and 
salaries. This personnel will consist 
of engineers, draftsmen, accountants, 
clerks, superintendents, inspectors, all 
types of building craftsmen, janitors, 
Republicans, Democrats, and no doubt 
some of other political beliefs. All races 
and creeds will be in evidence to bring 
this engineers’ dream to a fulfillment. 

A large part of these wages and 
salaries will find its way into the busi- 
ness established in the community, at 
the plant site as well as in the sur- 
rounding territory, and will make a 
real contribution to the economic wel- 
fare of the area. 

When the plant is in operation ap- 
proximately 200 people will be per- 
manently employed in its operation. 
This type of employee will be a sub- 
stantial citizen, usually a married man 
with a family. If we say, however, that 
80 percent will be married, and use 
the Bureau of Labor Statistics average 
figure of 3.69 members to the family, 
the permanent community population 
increase will be approximately 630 
people. Therefore school facilities for 
an additional 270 children must be 
provided, and 160 homes must be avail- 
able for housing these families. There 
will be additional churches, stores, 
shops, filling stations, recreation loca- 
tions, utility facilities, and so on re- 
quired to serve them. 
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These new citizens of the community 
will receive in salaries and wages ap- 
proximately $1 million a year, or $90,- 
000 a month. Practically all of this will 
be spent with merchants, businesses, 
and utilities, such as telephone, trans- 
portation, water and electric service, 
located in the area. 

Individual businessmen are no doubt 
concerned with how this will affect 
their particular business. While the 
results can not be exactly and com- 
pletely calculated, Bureau of Labor 
Statistics estimates may be used as to 
how such workers spend their incomes. 
These figures, shown in Table 1, ex- 


Table 1. Estimated Expenditures of Work 
Force During Peak of Construction 
of the Plant 


tee Percent of | Expenditure 
$800,000 | per month 
HOodir esas Fee 20.00 $208,000 
(Cheawnave: o & 3 tee - 14.00 112,000 
[BIOS TN, s boo gaa © 12.40 99,200 
Household opera- 

(HNO) Dla eae SV 30,160 
Furnishings and 

equipment ast 3.00 24,000 
Automobiles. ..... 4.00 32,000 
Other transporta- 

(DION, aa eA ges 1.90 15,200 
Medical care...... 4.30 34,400 
Personal care..... 1.90 15,200 
INGSIREATNON. < on con 6 2.38 19,040 
plobaccomen, ener 1.61 12,880 
Reading matter. . . 0.84 6,720 
Formal education. . 0.66 5,280 
(Ordos sama see 1.00 8,000 


clude taxes, life and other insurance, 
and savings. 

Now let us see how these figures 
apply to the income from salaries and 
wages received during normal opera- 
tion of the plant. You will recall that 


I mentioned an anticipated payroll 
of $90,000 a month, or $1,080,000 a 
year. Again applying the Bureau of 
Labor Statistics percentages, the re- 
sulting figures are perhaps more im-: 


portant as a gauge of the normal eco-- 
nomic effect on the area. Table 2 shows; 
these estimates for the same items as: 
those listed in Table 1. 

The entire coal area will indirectly’ 
benefit through the expenditures made: 
from the estimated $4 million in wages; 
paid to coal miners for the production, 
of the 2% million tons of coal con-: 
sumed by the plant. For purposes of 
this comparison a total of approxi-: 
mately four times the amount calcu-- 
lated for the permanent employees of | 
the plant will be spent in the Southern, 
Illinois area. For food, as an example, 
this will mean about $1,150,000 peer: 
year; for clothing $600,000 per year:” 
for housing $530,000 per year; and for» 
furnishings and equipment $130,000 
per year. 

There will be many additional dol-) 
lars spent for construction materials, 
such as hardware, trucks, lumber, pipe, 
concrete, etc., which will be purchased 
within the area, but it is not possible 
to make an intelligent guess as to the 
amount of such purchases. These dol- 
lars will also find their way directly 
into the economy of Southern Illinois. 

Too, there will be many operating 
supplies purchased in the area after the 
plant is in operation, the amount de- | 
pending upon the availability. | 

Perhaps the most important benefit 
to the economy of the area through 
the building and operation of this plant 


is that it will be a tax-producing enter- 
prise rather than a tax-consuming one. 
Thus schools, municipalities, and other 
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Table 2. Estimated Expenditures of Work Force Based on 
Normal Average Yearly Payroll 


a ee Expenditure 
$1,080,000 
Per year Per month 
256 S. 6 Sie a a 26.00 $280,800 $23,400 
SERIE Shes ete ee ee a ee ne a 14.00 151,200 12,600 
CURES. 2 as ey gene SC ae che 12.40 133,920 11,160 
BERIBCHOLG OPCEALON'. . 6.6/5 2 brie oe wa ns Safi 40,716 53698 
furnishings and equipment................. 3.00 32,400 2,700 
—— TISTRNGS SU FSSES 0 5A gee ee 4.00 43,200 3,600 
ECPETrSPOrtatiOn.. 5G c. << s.g.2he ee aioe cs 1.90 20,520 1,710 
Baie eate ee We wn Nat shies cites S.c te eases 4.30 46,440 3,870 
MRSC CAIN EAT CONOR el a AEP el sess afi Secs iw re ke 1.90 20,520 USA) 
CGS GE AES ae ie a eo eee Des 25,704 2,142 
TREE. A LS eee 1.61 17,388 1,449 
MRT CRGA SAT AUC Cee eee 9605, 2 clei sv: sic pS se ae 0.84 OTe 756 
PEMA ECTICATION 41.05 fo:. lou a « oo ean we ae 0.66 WoW P3 594 
REE. 4 aS 2 ee eee 1.00 10,800 900 
ocal civic services which depend for less to say, these are not definite 


heir existence on taxpayers, both citi- 
fens and corporations, will be benefited. 

The basic facts presented may be of 
1elp to Southern Illinois business and 
professional men in deciding possible 
changes in their own operations. Need- 


Editor’s note: The two preceding 
rticles are adapted from addresses de- 
ivered at a Businessmen’s Conference 
eld at Southern Illinois University, 
tarbondale, on June 14, 1951. 

The purpose of the Conference was 


conclusions, as many other factors must 
be included before the final appraisal, 
such as the extent of our defense effort, 
the extension of the present Korean 
conflict, and other such vital matters. 


to provide background information 
concerning the Atomic Energy Com- 
mission’s projects in the Southern Ilh- 
nois industrial area and to discuss their 


probable economic impact. 


W.M.C. 


% 


The Development of Permissive Local Taxation 


Since 1945 


RANDALL S. Strout and Eucense A. Myers* 
Department of Economics and Commerce, Pennsylvania State College 


since 1945 the outstanding trend in 
the development of state-local fiscal 
relations has been the enactment of 
permissive local tax legislation, enabling 
municipalities to levy non-property 
taxes on an unprecedented scale. As a 
matter of fact, certain local govern- 
ments in over half of the states have 
been empowered to levy one or more 
non-property taxes. Local governments, 
by means of permissive tax legislation, 
now tax practically everything from 
cats to personal incomes, from bicycles 
to public utilities, from amusement de- 
vices to business receipts, from shuffle 
boards to hotel room occupancy, from 
consumers’ utility bills to cigarettes, 
cigars, and chewing tobacco, and from 
dealers in wooden legs to dealers in 
sliced watermelon. 

Although the property tax is still the 
backbone of the local tax system, non- 
property taxes, generated by permis- 
sive tax legislation, are rapidly be- 
coming more important in the tax 
collections of local revenue systems. 
Non-property tax yields were $348 mil- 
lion in 1942 compared with $851 mil- 
lion in 1949, or an increase of 144 
percent. The property tax collections in 
the same period increased 54 percent. 
Non-property tax collections are even 


* Dr. Stout has served as Tax Research 
Consultant for the Pennsylvania Joint State 
Government Commission. Dr. Myers has 
served as Director of Wage Stabilization, 
Maritime Division, the National War Labor 
Board. 
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more important in the nation’s 397 
largest cities of over 25,000 population; 
whereas non-property tax collections in 
these cities between the years 1942 and 
1948 increased 134 percent, property; 
tax collections increased only 22 per- 
cent. It should be further noted that 
property tax yields in 1942 constituted 
60.7 percent of total local tax collec- 
tions, compared with 52.7 percent in 
1949. Non-property tax collections, on: 
the other hand, increased from 13.7) 
percent in 1942 to 17.1 percent in 1949, 

The purpose of the discussion hereia 
is to set forth the more important 
legislation concerning the use of per- 
missive local taxes in several selected 


states since 1947, to summarize the 
recommendations of several state legis- 
lative committees regarding the use of / 
such taxes, and to evaluate the develop-, 
ment of permissive local taxation in| 
the light of current trends in public; 


finance. 


Permissive Local Tax Legislation 
in Selected States 


PENNSYLVANIA. Pennsylvania broad- 
ened the taxing powers of its local 
governments in unprecedented fashion 
in 1947 with the enactment of Act 
Number 481. This highly controversial 
Act permitted 3,588 municipalities to 
levy taxes on six broad bases, namely: | 
persons, transactions, occupations, priv- 


ileges, subjects, and personal property. 
The Act is applicable to 2nd, 2nd A, 
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and 3rd class cities; boroughs; towns; 
nrst class townships; and school dis- 
tricts of the 2nd, 3rd and 4th classes. 
All counties and second class (rural) 
townships are outside the scope of the 
Act, as are the City of Philadelphia and 
school districts of Philadelphia and 
Pittsburgh. Supplemental local taxing 
powers were authorized for Philadel- 
phia under legislation enacted in 1932 
and for the school districts of Phila- 
delphia and Pittsburgh by legislation 
in 1947. 

Several important features of the 
Act should be noted. First, strict ad- 
herence to the principle of separation 
of revenue sources is followed; thus, 
municipalities may not impose taxes on 
bases now taxed at the State level. The 
Act furthermore prohibits the levy of 
taxes on gross receipts from utility serv- 
ice companies subject to regulation by 
the Public Utility Commission. It also 
sets a limit on the aggregate of revenues 
obtained under Act 481 levies by re- 
quiring that the Act 481 levies cannot 
exceed the maximum permissible yield 
yn real estate subject to taxation with- 
in the respective jurisdictions. As the 
Act was originally written, there were 
no limits upon tax rates, but limits were 
imposed under 1949 amendments. It 
is also worthy of note that the collec- 
ion of taxes under the Act is provided 
yn the local level only, and munici- 
aalities have full discretion in the mat- 
er of establishing appropriate regula- 
ions concerning the collection process. 
By the end of 1950, Act 481 levies had 
een imposed by approximately 1,025 
nunicipalities in the State. 

The following tabulation indicates 
hese levies, as of January 1, 1951, by 
ypes of taxes: 


Number of municipal- 


Types of taxes ities using tax 
Per Capita taxes: 4a, ox ees 506 
Income and wage taxes..... 230 
AMUSEMENt takeS acide. cok 260 
Mercantile li¢énses. . 5... 2. 48 
Mechanical devices......... 104 
Deed, transfer taxes... :.... 75 
Occupational taxes......... 21 
eater faxes. of ce cos sever 21 
Taxes on signs and billboards 9 
Taxes on employers........ 7 
Miscellaneous types......... 21 

ER Otale tee tere test ere 1,302 


Source: Pennsylvania Department of In- 
ternal Affairs, Taxes Levied Under Act 
481, January 31, 1951. 


A breakdown of the number of 
municipalities using these levies, by 
type of jurisdiction, indicates that they 
were in use by 710 school districts, 251 
boroughs, 41 cities, and 23 first class 
townships. 

For the first time since the enactment 
of Act 481, nearly four years ago, data 
are available indicating the yield from 
the various levies. These data are pre- 
sented in Table 1. Total collections for 
the year 1949 were approximately $23,- 
500,000, including levies by school dis- 
tricts. It should be pointed out that this 
tabulation does not include permissive 
levies imposed by the City of Phila- 
delphia, under separate legislation. ‘The 
most productive of the Act 481 levies 
are income and wage taxes, mercantile 
and business taxes, amusement taxes, 
and per capita taxes.’ 

The first two years of operation un- 
der the Act occasioned many disputes 


* For an excellent discussion of the opera- 
tion of the Act see: “Act 481; Its First Two 
Years of Operation,” Bulletin, Pennsylvania 
Department of Internal Affairs, February, 
1950; Elizabeth Smedley, “Legal Problems 
Involving Act 481,” Second Edition, Penn- 
sylvania Department of Internal Affairs, 
1950. 
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Table 1. Total Receipts from Act 481 Levies in Pennsylvania, 1949 


as Citi Town- School 
Type of tax pikes ok eae Boroughs ships, districts, Total 
ps 2nd ise, ord clase | 1st class | 1949-50 
classes 
ATISEMent sare «i see $1,603,848 |$1,700,604 |$ 855,766 |$138,735 |$ 655,545 | $4,298,954 
Deed transterm se omen ae 8,038 8,220 | 207,478 362,285 223,736 
Incomes aces oe 1,138,348 | 4,216,075 | 1,060,102 13,190 | 3,673,347 6,427,715 
INMiechanicalsaevicesancimer heme 31,054 SL S05 2,640 1,868 85,269 
Mercantile and busi- 
mess licenses....:.--. 2,738,448 | 1,552,272 DO el a ee 152241 4,418,145 
Ber capitarrnn nas ules tere e 119,415 470,180 13.212 | Se27 7 44a 602,807 
Personal property... . 676,039 46,642 SOG: Ti es eee eee 80,847 727,744 
(Overs hy efe haley oes paeea ws | Mil os Mc yl Neaeeeteray (lee clea ge bal! ane: | 123,5625) 322 oeem 
Severn Cen rest lcs ons aerererte «eal Wen ere ee 14,811 18,894 74,737 33,705 
(ESE S eee 2 i anc SM oe tothe rie ees cess ot 53,114 409 164,718 | 53,523 
INU SNES c oases s $6,156,683 |$7,674,100 |$2,646,256 |$394,559 ($6,566,587 |$16,871,598 
Source: Pennsylvania Department of Internal Affairs, Taxes Levzed Under Act 487, January 31, 1951. 


Note: School district totals are not included in total column, since school year does not coincide} 


with calendar year. 


and dissatisfaction in some quarters. 
The Legislature directed its Tax Study 
Committee to investigate the operation 
of the levies and to make recommenda- 
tions concerning the Act. The Com- 
mittee analyzed the early operations of 
the Act as follows: 

A review of the operations of Act 481 
reveals a number of unfortunate conse- 
quences. The first of these is the problem 
resulting from the overlapping territorial 
boundaries. Act 481 gives tax preference 
to the political subdivisions of the taxpay- 


er’s residence by providing that the 
taxpayer can deduct from similar tax 
liabilities imposed elsewhere, the taxes 


paid to the political subdivision wherein 
he resides. Under a _ recent decision 
(Lackawanna County Common Pleas No. 
11, Sept. term, 1948) coterminous munici- 
palities and school districts may levy the 
same tax. The provisions have compli- 
cated employer compliance by requiring 
the employer to withhold and return to a 
number of jurisdictions the taxes due on 
wage and salary disbursements. Disputes 
between local governments over priority 


to the right to tax and overlapping of tax 
jurisdictions have met with some _ publia 
disapproval. There is ample justification# 
for the enactment of amendments whichj 


at least will limit permissive taxation toy 
one lev a oe government. 


proven just criticism of Act 481 .. | 
the local revenue structure of Pennsyl-} 
vania has been complicated by new taxes.} 
Local political subdivisions have created} 
many new collection mechanisms, some off 
doubtful efficiency. Taxpayer cost of com-} 
phance with local taxing laws has in-| 
creased and taxpayers face considerable: 
uncertainty as to the type and rate of tax\| 
which may be imposed at any time by: 
local governments. . . . 

Even now levies have been enacted} 
which place certain business enterprises att 
economic disadvantage. Without restric-4 
tive amendments, the situation may be 
expected to become more serious. Under! 
less favorable economic conditions, the: 
present authority of permissive taxation) 
may well be used to establish “protected” 
economic areas which restrict the free 
flow of goods within the Commonwealth... 
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Act 481 should be amended to eliminate 
the objectionable consequences of its op- 
eration, and to prohibit the levying of 
taxes which may impair the productive 
processes of the Commonwealth. The prin- 
ciple of permissive local taxation should 
be retained in Pennsylvania, but its appli- 
cation limited to specified taxes at speci- 
fied maximum rates. Permissive taxation 
should be made available to only one level 
of government, namely cities, towns, bor- 
oughs, and first class townships. The au- 
thority of these 
non-residents employed within their juris- 
diction should be removed. These amend- 
ments would eliminate the imposition of 
taxes on the same taxable by more than 
one political subdivision, simplify the tax 
structures, and reduce taxpayer uncer- 
tainties.” 

In 1949 the General Assembly re- 
moved a number of the objectionable 
features of the Act by amendments.* 
The previous exemption of gross re- 
ceipts from utility services was broad- 
ened to include services rendered by a 
public utility. The aggregate revenues 
from Act 481 levies were limited to 10 
mills on assessed valuations for munici- 
palities other than school districts; 
aggregate revenues from Act 481 levies 
for school districts were limited to 15 
mills on assessed valuations. A  pro- 
cedure was set up to prevent expendi- 
ture of revenues in excess of those 
permitted under limitations in the Act; 
it is probable, however, that the ap- 
plication of this procedure will be 
somewhat difficult. The taxation of the 
income of non-residents of school dis- 
tricts by school districts was prohibited 
on the theory that non-residents receive 


no direct benefits from school facilities. 


* Pennsylvania Joint State Government 
Commission, Report of the Tax Study 
Committee, Part II, February, 1949, p. 7ff. 

*Act No. 246, P.L. 898, 1949. 


municipalities to tax ° 


This restriction will affect approxi- 
mately 138 school districts which levied 
income and wage taxes in 1949. 

Another important exemption pro- 
vided in the Amendment applies to 
manufactured goods, farm products, 
and natural resources, including the 
prohibition of taxes on privileges, acts, 
or transactions relating to manufactur- 
ing, production, or processing of natu- 
ral resources or farm goods. Taxes on 
personal properties (intangibles) were 
prohibited where such properties are 
subject to the county personal property 
tax (except in cities of the second class 
and Pittsburgh). 

The Amendment further imposed 
rate limitations on specific taxes, as 
follows: 

(1) Per capita taxes — $10 

(2) Mercantile taxes — 1.5 mills on 

retailers and 1 mill on whole- 

salers, except in the Citvwor 

Pittsburgh, where the limit is 2 

mills on retailers and 1 mill on 

wholesalers 
3) Wages, 

and other earned income — 1% 
4) Retail sales — 2% 

5) Sales involving transfer of title 


salaries, commissions, 


to real property — 1% 
6) Amusement taxes — 10% 


The Amendment also provided that 
municipalities must file copies of their 
tax ordinances or resolutions with the 
Department of Internal Affairs. Joint 
action by municipalities in setting up 
collection machinery was also permitted 
by the Amendment. 


NEW york. New York has approached 
the problem of additional revenue for 
municipalities from several directions. 
The forerunner of recent legislation 


24 CURRENT ECONOMIC COMMENT 


was a Constitutional Amendment, Art. 
VII, Section 17, approved November 
2, 1943, which authorized the Legisla- 
ture to create “funds to aid in the 
stabilization of the tax revenues of the 


powers to cities having a population: 
of over 100,000; the 1948 Amendments; 
extended this power to cities having a 
population of over 25,000. In 1950 the: 


Legislature extended to smaller cities; 
the power to impose specified non-; 
property taxes by local option. Villages; 
of over 5,000 population were per-: 
mitted the use of a 1 percent tax on) 
the gross income of utilities. The Legis-: 


State available for expenditure or dis- 
tribution.” After careful study of state- 
local fiscal needs by the Moore Com- 
mission, the Legislature enacted a 
series of laws which provided increased 


financial aid for municipalities by lature also extended until 1955 the: 
means of: authorization of local taxes on racing,, 
(A) a Local Assistance Budget and but provided that the rate be no higher? 

a Local Assistance Reserve than 1 percent by 1955. It is signifi-- 
Fund; cant that the legislation of 1948 author-. 


(B) a system of annual per capita 
state grants in the amount of 
$6.75, $3.55, and $3.00 to cities, 


towns, and _ villages, respec- 
tively ;° 

(C) a system of permissive local 
taxes.’ 


The permissive local tax legislation 
permitted New York City, counties, 
and cities to levy specific taxes at 
specific rates. Under the original Act, 
counties were restricted in their use of 
taxes in that they were required to dis- 
tribute proceeds to school districts; the 
Amendments in 1948 eliminated this 
restriction. he amendments further 
extended to counties the privilege of 
levying a business gross-receipts tax and 
a hotel room occupancy tax. The 
original Act granted permissive taxing 

*State of New York, Report of the Com- 
mission on Municipal Revenues and Re- 
duction of Real Estate Taxes, 1945. 

* Laws of New York, Chap. 303, 1946. 

° Laws of New York, Chap. 301, 1946. 

“Laws of New York, Chap. 278, 1947; 
Chap. 651, 1948. 

See also, Annual Reports of the New 


York State Tax Commission, 1946-47; 
1947-48. 


ized counties and cities to enter into: 
regional agreements for joint imposi-: 
tion and administration of the permis-+ 
sive taxes. The State Tax Commission. 
was directed to prepare model local 
laws, ordinances, and regulations, and 
is empowered to cooperate with mu-. 
nicipalities toward the end of effectu- 
ating uniform administration. 


Present Status and Fiscal Importance 
of Permissive Taxes in New York 


The types of permissive local taxes 
levied in New York as of 1950 are set 
forth in Table 2, which excludes New 
York City. The yield of these taxes for 
fiscal periods ended in 1949 for mu- 
nicipalities in New York is indicated 
by statistics in Table 3. 

Few local governments in New York | 
have taken advantage of these permis- 
sive taxes — only two counties and five 
cities have used them. Erie County was. 
the first taxing jurisdiction to enter the 
field with a 1 percent retail sales and 
use tax effective July 1, 1947; Monroe 
County followed with a general-busi- 
ness gross-receipts tax of 3/10 of 1 per- 
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Table 2. Types of Non-Property Taxes Levied by New York Municipalities 
(Excluding New York City) 
Unit | Authorized for Item taxed Maximum 
| rate 
- Counties | County purposes Pari-mutuel pools except at har- S% 
| ness race meetings 
Counties Education purposes, All taxes listed below for cities of (See a-i 
and for allocation to more than 25,000 but less than below) 
cities, possibly as direct | 1,000,000 
payments, and the | 
area outside cities for 
reduction of the county 
tax on real estate 
Cities General purposes Gross income of utilities subject 1% 
to the state utilities tax 
Cities of more General purposes (a) Retail sales of tangible per- 2% 
than 25,000 | sonal property including gas, 
but less than electricity, steam, and refrig- 
1,000,000 to eration; and compensating 
the extent not use of tangible personal prop- 
imposed by the erty 
county in (b) Restaurant charges of $1.00 3% 
which the city or more 
is situated | (c) Consumers’ utility bills 3% 
| (d) Privilege of selling liquor, 25% 
wine, or beer at retail for on- of State 
or off-premises consumption license fee 
| (e) Admissions, certain dues or 5% 
| membership fees and cabaret 
charges 
(f) Coin-operated amusement $25 per 
devices annum 
| (g) Motor vehicles: 
Lighter non-commercial $5.00 
passenger vehicles 
Heavier passenger vehicles $10.00 
| and trucks 
(h) Privilege of doing business 
General businesses 3/10 of 1% of 
gross receipts 
Financial businesses 3/5 of 1% on 
gross income 
(i) Hotel room occupancy 5% 


Source: State of New York, Comptroller’s Committee Report on Local Non-Property Taxes, March 6, 1950. 


cent (3/5 of 1 percent on gross income 
of financial businesses). A 2 percent 
retail sales and use tax was adopted by 
Syracuse in 1948, and by Poughkeepsie 
in 1949, but the Syracuse tax has been 
reduced to 1 percent. Troy has been 


levying a 3 percent tax on utility bills 
since January, 1949; and since Febru- 
ary, 1949, Binghamton has been levy- 
ing a 5 percent tax on admissions, a 95 
percent tax on hotels, a motor vehicle 
use tax of $5 on passenger cars and 
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Table 3. New York State: Receipts of Local Non-Property Taxes 
During Local Fiscal or Collection Periods Ended in 1949 
Receipts 
Tax imposed on Municipality Rate 
ee “: - Total 
municipality, 
/NGUITEBOTER, oon ooeugacrese Binghamton 5% $ 69,060 $ 69,060 
Conduit companies........ New York City 3% 494,330 494,330 
Consumers’ utility bills..... Binghamton 3% 83,838 
Troy 3% 69,625 153,463 
Business and financial......| Monroe County |3/10 and 3/5 of 1%} 3,942,155 
New York City |2/10 and 2/5 of 1%| 64,109,538 | 68,051,693 
Hotel room occupancy.....| Binghamton 5% 23,283 
New York City 5% 4,537,556 | 4,560,839 
IMINO VSMC WKSS s o6 06 oe Binghamton $5 and $10 108,837 | 108,837 
Occupancy and vending 
machines (public housing 
[DUD DOSES) eer te yee New York City 10¢ to $6 748,608 748,608 
Raniemutuelspoolserams eect Nassau County 5a | 3,253,993 
New York City 5% | 11,677,799 
Saratoga County 5% | 830,704 | 15,762,496 
Sales and compensating use| Erie County 1% 6,567,664 | 
New York City 2% 137,273,602 
Poughkeepsie 2% 484,882 
Syracuse 2% and1% 2,106,136 | 146,432,284 
| 
Witilittvreergace crin ter erence: New York City 1% and 3% | 8,109,068 
60 upstate cities 1% | 23377936 10,487,004 
HRotalleall: taxes 7 <csecacjcee Mc mieten kere ae cxt I cn hr iecew pe ea || \$246,868,614 
INEWaVOCKECIIYs Vatonta ah the, s ||. vcd seca clare ey onk a etl Neyer eo eee eee 1\$226,950,501 
ANMioli eran ortho INK eel  aaeegacestce | ‘agamehegs | sezaceeses $19,918,113 


Source: State of New York, Comptroller's Committee Report on Local Non-Property Taxes, March 6, 1950. 


$10 on trucks, and a 3 percent con- 
sumers’ utility tax. A 2 percent sales 
and use tax became effective in New- 
burgh on April 1, 1950. 

Perhaps the most significant recent 
development in New York is the Con- 
stitutional Amendment (Article VIII, 
Section 10) effective January 1, 1950, 
which requires the use of full valuation 
assessments instead of actual debased 


assessments for purposes of constitu- | 
tional tax rate limitations.’ Counties, 
cities, school districts | 
must use the 5-year average of full | 
valuations in computing tax rate limi- 
tations. It is important to note that 
this Constitutional Amendment does | 
not confer any additional taxing pow- 


villages, and 


* Memorandum, New York State secs | 
ment of Audit aad Control, Oct. 19, 1950. 
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ers On municipalities as compared with 
their taxing powers under the original 
tax limits of 1884. It is merely another 
attempt to enforce existing legislation, 
but with greatly improved techniques 
(such as the determination of equaliza- 
tion ratios for each political subdivision 
by the State Board of Equalization and 
Assessment). In addition to prescribing 
the use of 5-year average full valua- 
tions, the Amendment sets tax rate 
limits for counties, cities, villages, and 
school districts. The Amendment is 
significant in relation to municipal fi- 
mances because: ® 


(A) The change to full valuation 
assessments as the tax limit base will 
provide a uniform base for tax limits 
without requiring any change in the 
level at which real estate in any mu- 
nicipality is being assessed locally. 

(B) The use of a full valuation base 
will not interfere with, or control, the 
assessed valuations of individual par- 
cels of property. 

(C) The use of full valuation as the 
base for tax limits will eliminate 
among municipalities artificial varia- 
tions in taxing power resulting from 
variations in the rate of assessment, 
and, at the same time, will provide 
uniform protection to real estate against 
excessive taxation. 


(D) Use of full valuation of taxable 
real property as the base for the tax 
limit will give greater importance to 
the equalization rates established by 
the State. 

(E) The movement toward full val- 


°State of New York, Second Report of 
the Comptroller's Committee on Constitu- 
tional Tax and Debt Limitations and City- 
School Fiscal Relations, March 30, 1949, 
Bee 2 ih. 


uation as a tax base will, in effect, 
provide municipalities with additional 
revenues from the property tax, with- 
out any increase in the tax rates.1° 


FLORIDA. Florida cities and towns are 
authorized to levy consumers’ sales 
taxes on utility services such as elec- 
tricity, metered or bottled gas (natural, 
liquefied petroleum gas, or manufac- 
tured), water service, telephone service, 
and telegraph service. The rate of tax 
may not exceed 10 percent of the retail 
price of the utility services, but the rate 
may be on a straight-percentage, slid- 
ing-scale, graduated, or other basis. 
The Act specifies that the incidence of 
the tax shall be on the consumer of 
the services, but that the sellers must 
act as collecting agents for the cities 
or towns. The ordinances may provide 
for the exemption of utility sales made 
by a government unit; in the event 
that any ordinance imposes a tax on the 
sales of a utility service taxable under 
the Act, and a competitive utility serv- 
ice is sold in the city or town, then 
the tax ordinance shall impose a tax in 
like amount on the sale of the com- 
petitive utility service, whether pri- 
vately or publicly owned or distributed; 
however, telephone service and _tele- 
graph service shall not be required to 
be considered competitive services. The 
Municipal Finance Officers Association 
reported that more than 25 cities in 
Florida were using consumers’ utility 
sales taxes in 1947. 

Florida further increased the taxing 
powers of its cities in 1949 by author- 


See: State of New York, Report of the 
State Comptroller's Committee on Local 
Non-Property Taxes, March 6, 1950. 

4 Section 167.43-1, (1947) Cumulative 
Supplement to Florida Statutes, 1941. 
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izing them to levy a tax on cigarettes at 
the rate of 5 cents per package. This 
tax must be collected by the State and 
refunded to the cities, less the costs of 
collection. In order to qualify, the 
cities must adopt an ordinance and 
make annual reports to the State. It is 
significant that the Act provides that 
one-half of the increased revenue re- 
ceived from this tax must be used to 
reduce the property tax levies. At the 
same time, legislation was enacted pro- 
hibiting municipalities from levying 
admissions taxes. The cities which had 
admissions taxes under previous legisla- 
tion, however, were permitted to retain 
them. 


MARYLAND. Maryland in 1947 enacted 
legislation permitting cities and towns, 
as well as counties, to levy admissions 
taxes in addition to those imposed by 
the State.” The tax may be imposed 
upon the gross receipts of all types of 
amusements and sports (except those 
devoted exclusively to charitable, re- 
ligious or educational purposes, or 
where the proceeds are for volunteer 
fire companies) at a prescribed rate of 
one-half percent. The counties may 
impose such taxes on amusements and 
sports, provided they are not carried 
on within the boundaries of any in- 
corporated city or town. Individual 
proprietorships and corporations are 
taxable under the Act. The State 
Comptroller is designated as the col- 
lecting agent, and is required to remit 
the net proceeds of the tax to the 
cities, towns, and counties quarterly. 
Another Act’ specified that incorpo- 
rated cities, towns, and counties should 
receive all net proceeds from certain 


* Laws of Maryland, Chap. 601, 1947. 
** Laws of Maryland, Chap. 487, 1947. 


business licenses on business conducted | 
within the particular jurisdiction, after ' 
the deduction of a collection fee by the: 
county clerk and a further 3 percent: 
of license revenues to be paid into the: 
General Fund of the State to defray’ 
the expenses of the State License: 
Bureau. 

Under the enabling Act of 1947**' 
the City of Baltimore enacted a series; 
of six tax ordinances for the purpose: 
of obtaining additional revenues for the: 
period 1948 to 1951, inclusive. The: 


ordinances provide for the following; 


additional taxes: 


(1) A 3 percent gross-receipts tax on) 
the Baltimore Transit Company and the? 
Baltimore Coach Company; an additiona! 
tax of 10 percent of the consolidated net! 
income of the above companies. 


(Ordinance No. 122, December 26, 1947) } 

(2) A 5 percent consumers’ sales tax oa 
the sale of artificial or natural gas, elec-+4 
tricity, and telephone services delivered ini} 
or originating within the limits of Balti- 4 
more City. 
(Ordinance No. 108, December 17, 1947) | 

(3) A 3 percent gross-receipts tax on} 
persons, firms, or corporations operating ¥ 
public passenger motor vehicles in the} 
City of Baltimore. 
(Ordinance No. 121, December 26, 1947) | 


(4) A tax of 50 cents per gallon on all! 
distilled spirits and other alcoholic bever-- 
ages, except beer and wine, sold or de-- 
livered by a manufacturer or wholesaler to) 
any retailer in Baltimore. The regulations s 
provide that the manufacturer or whole-- 
saler shall be permitted to deduct 1)) 
percent of the gross amount of tax due ass 
compensation for collecting the tax. 
(Ordinance No. 107, December 17, 1947) | 


(5) Taxes on tobacco products, as fol--| 
lows: 


Cigarettes —1 cent for each 20) 
cigarettes. 
Cigars selling for: less than 7 centss 
each, no tax; 7 cents to 15 cents each, 


“Laws of Maryland, Chap. 1, 1947. 
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1 cent tax; 15 cents to 30 cents each, 2 
cents tax; more than 30 cents each, 3 
cents tax. 
Smoking tobacco—1 cent tax on 
each 20 cents of retail selling price. 
Chewing tobacco—1 cent tax on 
each 20 cents of retail selling price. 
(Ordinance No. 106, December 17, 1947) 


(6) Annual license taxes on the opera- 
tion of coin-operated musical and amuse- 
ment devices, according to the following 
schedule: 

Mechanical musical devices — $10 
each. 

Pinball machines — $65 each. 

Console pinball machines — $100 
each. 

Shuffle boards — $25 each. 

Arcade operating 15 or more pin- 
ball machines — $1,000 per establish- 
ment. 


The above license taxes are applicable 
to persons, firms, associations, and cor- 
porations. 

(Ordinance No. 105, December 17, 1947) 

In 1949 the Legislature extended a 
loan amounting to $70 million to the 
counties for the construction of new 
school buildings.*® Under the same en- 
abling Act the Legislature directed the 
county commissioners of each county 
to levy a property tax at the rate of 
4.2 cents on each $100 property valua- 
tion for the years 1950 and 1951 and 
21 cents on each $100 valuation be- 
ginning with 1952. This levy is to be in 
effect until the loans are repaid. 


CALIFORNIA. Municipal sales taxes are 
the outstanding permissive local taxes 
in this State. There is no enabling act 
specifically permitting cities to levy 
general sales taxes; the cities possess 
this taxing power as a result of gen- 
eral powers of taxation. As of January 
1, 1951, 141 cities having 56 percent 
of the total population of California 


* Laws of Maryland, Chap. 488, 1949. 


and 70 percent of all outlets licensed 
under the State sales tax were levying 
local sales taxes. The municipal sales 
taxes are in addition to the State sales 
tax, which is imposed at a rate of 3 
percent. Most cities have a sales tax at 
the rate of % of 1 percent, but 29 
cities use a 1 percent rate. During 
the fiscal year ended June 30, 1950, 
collections from these municipal sales 
taxes amounted to $31,500,000, or in 
excess of 10 percent of total local col- 
lections in these cities. It is estimated 
that the yield may exceed $40,000,000 
in the current fiscal period, 1950-51.*¢ 

Several major problems plague the 
use of municipal sales taxes in this 
State. There is no uniformity with re- 
spect to the municipal sales tax acts, 
bases, regulations, reports, and pro- 
cedures. In addition, there are legal 
and constitutional obstacles in the way 
of integration of the municipal levies 
with the State levy. Another problem 
involves the existence of tax-free areas 
in the State, creating competitive dif- 
ferentials so far as business and con- 
sumers are concerned. 

The California State Board of Equal- 
ization has summarized the significant 
trends with respect to municipal sales 
taxes as follows: 

These changes indicate that cities are 
going to rely on sales tax revenues in one 
form or another for the indefinite future 
and probably to do so in increasing degree. 
Few now believe that city sales taxes in 


California are a passing phenomenon that 


* See California State Board of Equaliza- 
tion, What’s Next in Local Sales Taxes, 
January, 1951; City Sales Taxes in Cali- 
fornia, February, 1948. 

Also see: University of California, Bureau 
of Governmental Research, Administration 
of Municipal Sales Taxes in California, De- 
cember, 1949. 
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will become a matter of historical interest 
only once the cities have adjusted to the 
postwar scene. The time seems to have 
come, therefore, for re-examination of the 
problems which arose when cities invaded 
a field of taxation traditionally reserved 
for the State. 

Such a re-examination will reveal that 
some means of integrating the administra- 
tion of state and local sales taxes is needed 
in the interests of the cities and the tax- 
payers. Taxpayers need to be relieved 
of the cost of complying with more than 
140 different sales taxes and the annoy- 
ance of duplicate or even multiple audits. 
Cities need to be relieved of the cost of 
administering these taxes with the type of 
audit program that will assure a satis- 
factory degree of compliance.” 


onto. The State of Ohio was forced to 
consider local revenues when the State 
Supreme Court invalidated the con- 
sumers’ utility tax levied by the City of 
Youngstown and certain other cities. 
The State adopted a middle-of-the- 
road policy of increasing local taxing 
powers, combined with larger grants- 
in-aid. The Legislature repealed the 
State tax on admissions and amuse- 
ments, and that left the field open to 
the municipalities. To date, 79 cities 
With 
the exception of three cities, all have 


have enacted admissions taxes. 


imposed a rate of 3 percent. Using 
minimum rates, the Tax Commissioner 
has estimated that these cities will 
collect a total of over $2,000,000 per 
year from this source, which is con- 
sidered satisfactory. The Commissioner 
recommended a more efficient admin- 
istration of the personal property tax, 
which he estimated would yield $5,- 
000,000 more per year for localities. 

“ California Board of Equalization, What’s 


Next in Local Sales Taxes, January, 1951, 
pr23: 


No further action has been taken re- 
lating to permissive taxation in Ohio. 


iuinois. The Illinois Legislature in 
Senate Bill 631 (1947) permitted cities 
and villages to enact sales taxes at a 
rate of one-half of 1 percent by 
means of referendum; the local sales 
taxes must be administered by the State 
Department of Revenue, and the State 
must refund the proceeds to localities. 
East St. Louis conducted a referendum 
in April, 1948, and the proposition was 
defeated. Officials in Illinois believe 
there will be little use of local sales 
taxes in Illinois in the near future, in 
spite of the fact that the State has had 
a sales tax on the State level for a 
period of fifteen years. It is important. 
to note that no local sales taxes have: 
been enacted thus far. 


OTHER STATES. The list of states per- 
mitting new local taxes grew in 1949 
and 1950. Mississippi authorized its 
twelve largest cities to levy a sales tax, 
after a local referendum, at 25 percent 
of the State rate. The tax must be ad- 
ministered by the State Tax Depart- 
ment. Thus far, only four cities have 
taken advantage of this authorization. 

Louisiana passed a measure permit-. 
ting all cities to levy a 1 percent) 
sales tax; this privilege, prior to the; 
1950 Act, was limited to New Orleans) 
only. As a result of recent legislation | 
in Tennessee, the cities are now per-> 
mitted to levy a 2 percent gross-receipts 
tax on theaters. An amendment to the; 
business license law in Arizona broad-} 
ened the application of this law in such | 
manner as to provide a greater annual | 
yield from the tax. Municipalities in) 
Minnesota were authorized to levy as-| 
sessments for the purpose of financing 


| 
| 7 
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certain highway improvements. Towns 
and cities in North Dakota were per- 
mitted to levy a property tax not to ex- 
ceed 4 mills per dollar of assessed valu- 
ation to finance airports. Instead of 
financing improvements by special as- 
sessments, Colorado passed permissive 
legislation calling for a levy of a gen- 
eral tax for this purpose. Nebraska in- 
creased the occupation tax for city and 
village purposes, which had been au- 
thorized by previous legislation. In the 
matter of further financial assistance to 
municipalities, eight 1940 
adopted new tax-sharing methods and 


states in 


thirteen states increased municipalities’ 
shares of taxes already being returned 
locally. 


Recommendations of Legislative 
Committees Concerning Per- 
missive Local Taxation 


Within the past three years legisla- 
tive committees have been at work in a 
number of states surveying the fiscal 
needs of municipalities. The recom- 
mendations of a few of these com- 
mittees are briefly discussed herein in 
order to indicate the present attitudes 
of these legislative agencies with re- 
spect to the future development of 
permissive local taxation. 


TENNESSEE. The Tennessee Tax Re- 
vision Commission recently recom- 
mended three changes in its State tax 
structure which would directly benefit 
local governments.'* The first recom- 
mendation urged that the State relin- 
quish to the local governments the 
general property tax, which is now 
levied at a rate of 8 cents per $100 


Tennessee Tax Revision Commission, 
Report, November, 1948, p. 11ff. 


of assessed valuation; this would pro- 
vide local governments with $1.5 mil- 
lion annually in additional revenues. 
The Commission specifically suggested 
that 


property taxes for school purposes or 


the local governments use these 


else reduce their own property tax 
levies by 8 cents in the event that the 
additional revenue is not necessary. 
The second recommendation urged the 
State to repeal its tax on amusements 
and to permit cities with over 5,000 
population, and all counties, to enact 
an amusement tax applicable to all 
commercial amusements, not to exceed 
5 percent of their gross receipts from 
admissions, on approval of such levy by 
the voters of the local jurisdiction by 
referendum. It was estimated that local 
governments would derive about 
$800,000 annually from such a tax. It 
was further recommended that the 5 
percent rate might be moderately in- 
creased in the event of Federal with- 
drawal from the amusement tax field. 
The third and most important recom- 
mendation was directed toward the im- 
mediate improvement of the method of 
distributing the State sales tax “over- 
age,” that is, the amount over the first 
$20,000,000 collected. Present methods 
were criticized as inequitable, unsound, 
and wasteful. 


VIRGINIA. In Virginia a legislative Com- 
mission!” recommended improvements 
in the administration of the property 
tax designed to increase local revenues; 
in addition, it recommended additional 
taxing powers for municipalities. Re- 

” Commonwealth of Virginia, Report of 


the Commission on State and Local Rev- 
enues and Expenditures, 1949. 
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garding property taxation, the follow- 
ing recommendations were made: 


(1) Reassess in both 


counties and cities on a quadrennial 


real estate 


basis. 


(2) Improve assessment of tangible 
personal properties. 


The Commission recommended that 
the municipalities be permitted to re- 
tain the revenues derived from the 
following sources, now used by the 
State: 


(1) Proceeds of taxes on deeds, wills, 
suits, and contracts. 


(2) Marriage licenses. 
(Ge Eexcess fees. 


The following additional revenue 
sources were recommended for counties 
and municipalities; in those instances 
in which a county and a town located 
therein both levy the same tax, the 
proceeds from the levy should be di- 
vided equally between the county and 
the town: 


(1) An admissions tax not to exceed 
10 percent. 


(2) A motor license tax not to ex- 
ceed the State rate in those counties 
and municipalities which have street or 
highway responsibilities. 

(3) A hotel occupancy tax not to 
exceed 5 percent of room rentals. 

(4) 
license tax which shall be limited to 
objects taxed by the State and to the 
State rates. 


A business and occupational 


(5) A utility consumers’ tax at a 
standard rate of 5 percent. 


cEorcIA. The Georgia Tax Revision 


Committee made two important recom- 
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mendations which would increase local 


revenues: 7° 


(1) Gradually reduce the State tax 
rate on general property from the 
present 5 mill rate to 1% mills. 


(2) Repeal all license and privilege 
taxes (levied for revenue only) on the 
State level, thus leaving these sources 
available for municipalities. 


ALABAMA. The Alabama Revenue Sur- 
vey Commission recommended State tax 
changes similar to those in Georgia; 
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its recommendations were as follows: 


(1) Repeal all State levies on general 
property; this would shift about $6 
million from State to local users. 

(2) Relinquish State privilege license 
taxes and make them available for local 
use; this change would provide about 
$744,000 annually in additional local 
revenues. 

It is worthy of note that the Com- 
mission recommended certain principles 
and procedures for municipalities to 
follow in levying business privilege 
taxes; these were as follows: 

(1) Business privileges should be 
classified 


groups. 


into a limited number of 


(2) The basis of classification should 
be the type of business or its organiza- 
tion, not the commodities dealt in. 


(3) Local units may be authorized 
to levy a few selective sales taxes, such 
as admissions taxes and taxes on to- 
bacco and beer, but these should be 
viewed as commodity excises and not as 
privilege license taxes. 


(4) With these exceptions, no busi- | 


” Report of the Georgia Tax Revision 
Committee, January, 1950. 

* Report of the Alabama Revenue Survey 
Commission, January, 1947. 
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ness establishment should be required 
to pay more than one privilege tax. 

(5) The measure of all basic privi- 
lege taxes should be confined to some 
significant business index such as gross 
or net receipts, investment, number of 
employees, or number of units. 

(6) All flat sum or specific levies 
that do not vary directly and propor- 
tionately with a significant business 
measurement should be prohibited. 

(7) The payment of a license should 
be made as convenient as possible. In 
no instance should a local unit be per- 
mitted to levy a heavy tax on a new 
establishment as a prerequisite to start- 
ing in business. 

(8) All such taxes should be moder- 
ate. They should not be so high as to 
constitute a serious impediment either 
to starting a new enterprise or to con- 
tinuing in business. 


The Illinois Revenue Laws 
Commission has ad- 
ditional financial aid for school districts 
and increased property tax rates for 
cities and villages.** The proposal in- 
volves a state grant to school districts 
in the amount of $25,000,000, which 
is in addition to the regular school 
grants. This grant is termed a “prop- 
erty tax reduction grant”; county 
clerks are to reduce extendible school 
tax levies by the amount of this grant. 
On the other hand, the maximum tax 
rate limits of cities and villages would 
be increased to permit the levy of ad- 
ditional taxes equivalent to the amounts 
by which the school taxes were reduced. 
This proposal means that cities and 
villages in need of more revenues could 


ILLINOIS. 
recommended 


* Illinois Revenue Laws Commission, Re- 


port, 1949, p. 18. 


obtain them without any additional 
over-all tax increase on property. The 
Commission recommended that regular 
school districts should maintain a prop- 
erty tax levy of 0.4 percent and unit 
school districts a property tax rate of 
0.6 percent in order to participate in 
the additional school grants. 


NEW yoRK. New York has continued 
the study of the operation of its per- 
missive local taxes, and a Committee 
headed by Comptroller Frank C. Moore 
has had problems relating to these 
taxes under consideration.?* A number 
of recommendations were submitted to 
the Legislature in the spring of 1950. 
It was recommended that counties be 
permitted to impose for county pur- 
poses the non-property taxes which 
they now collect for allocation to school 
districts and cities. This would enable 
counties to obtain additional revenues 
for their own needs. It was also recom- 
mended that cities of less than 25,000 
population be permitted to levy non- 
property taxes like those now levied by 
larger cities. The Committee suggested 
that villages of over 5,000 population 
be permitted to levy the 1 percent tax 
on gross income of utilities. In addition, 
the Committee recommended that vil- 
lages be permitted to share in the pro- 
ceeds of certain county-collected taxes. 


NEW JERSEY. The New Jersey Commis- 
sion on State Tax Policy** looks with 
favor upon additional taxing powers 
for municipalities in that State. Its 


*8 State of New York, Report of the State 
Comptroller's Committee on Local Non- 
Property Taxes, March 6, 1950. 

* State of New Jersey, “Taxation and 
Public Policy in New Jersey,” Report of the 
Commission on State Tax Policy, April, 
1950. 
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recommendations with respect to tax 
principles were as follows: 


If more tax moneys are absolutely neces- 
sary to support municipal services, and 
the real estate tax is inadequate for that 
purpose, it is preferable for municipalities 
to resort to their own taxing authority 
rather than to look to the State for grants 
of any kind. To follow such a policy, it 
would be necessary for the State to dele- 
gate taxing powers to the municipalities 
which would enable them effectively to 
balance their budgets from sources other 
than the real estate tax but also suitable for 
local administration. To follow such a 
policy it would be necessary: 

(1) To authorize counties and munic- 
ipalities to levy, assess and collect such 
taxes as are suitable for local admin- 
istration — for example, a consumers’ 
tax (sales), luxury taxes, or gross busi- 
ness taxes; or 

(2) To authorize counties and munic- 
ipalities to levy supplementary rates 
upon such State tax as may otherwise 
be selected for State purposes. This 
would mean State administration with 
a return to the municipality of the yield 
of the supplemental rate. Since the 
State does not now levy any tax suitable 
for permissive local supplement or over- 
lay, the first alternative is the only one 
presently available. 


Summary 


A. Permissive local taxes provide ad- 
ditional revenues for municipalities, 
give some relief to property taxpay- 
ers, and bring about some necessary 
diversification in the local revenue 
structure. 


B. At present, the following conclusions 
may be made with respect to per- 
missive local taxation: 

(1) The most significant permis- 
sive local tax legislation since 
1945 has been enacted in New 
York and Pennsylvania; ac- 
tivity with respect to use of 


such taxes is concentrated in a 
few states, particularly New 
York, Pennsylvania, California, 
and Maryland. 
The principal types of permis- 
sive local levies are wage and 
income taxes, amusement taxes, 
special business licenses, and 
selected excises. 
There is renewed interest in 
the integration of state and 
local revenue systems, in view 
of the existence of sales-tax- 
free areas, absence of uniform- 
ity in local tax laws and regu- 
lations, and lack of adequate 
local audits. 

Some permissive local taxes, 

like those in Pennsylvania, are 

tied with limitations based on 
property assessments; this em- 
phasizes the fact that assess- 
ments are still the key factor 
in the local revenue structure. 

In most states the legislatures 

have specifically prescribed the 

tax bases and rates to be used 
by municipalities. 

C. In considering permissive local taxes, 
careful attention should be given to 
the types of taxes permitted in order 
to avoid some undesirable conse- 
quences, such as: 

(1) The complication of local reve- 
nue structures. 

Overlapping taxation. 

(3) Duplication of tax collection 
machinery, in- 


resulting in 


creased costs of tax collection. | 


Increases in costs of taxpayer 


compliance through a multi- | 


plicity of reports 
cedures. 


and pro- 


(5) Punitive taxes, placing certain’ 


industries at a decided eco- 
nomic disadvantage. 

(6) Use of taxes which are entirely 
unrelated to the ability of in- 
dustries to pay such taxes. 

(7) Use of varying rates of taxa- 
tion which tend to create com- 
petitive differentials for 

industries operating in many 

geographic areas. 


. In order to achieve reasonable 
equity in local taxation and in order 
to bring about long overdue co- 
ordination in state-local revenue 
systems, the 
gested: 


(1) Use of uniform ordinances and 


following are sug- 


uniform reporting procedures 
for all municipalities. 

(2) The legislature should pre- 
scribe specific types of taxes 
which may be levied for local 
purposes, and at the same time 
it should prescribe the limits 
for such taxes. 

(3) Where local excises are im- 
posed upon the same _ bases 
which are used for state pur- 
poses, such as cigarette taxes or 


(4) 
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general sales taxes, it seems 
desirable that the state should 
collect such taxes and remit the 
local share of the proceeds 
which comes from the local 
levies. 

The types of 
should bear some reasonable 
relation to the economic ca- 
pacity of the taxpayers, such as 
the amount of 


taxes levied 


income or 
gross receipts of the business; 
the “number of employees” 
for example, bears no direct 
relation to the amount of busi- 
ness net income, turnover of 
inventories, value of products, 
or investments in plants and 
facilities. 

Where municipal income taxes 
are employed, the legislature 
should define the concept of 
taxable income, rather than 
leave this important job to 
thousands of municipalities, in 
order to prevent serious differ- 
ences in tax bases as between 
different municipalities. 


Have We Completed a Cycle of War Bond Selling? 


Donatp L. KEMMERER 
Professor of Economics, University of Illinois 


MOST OF US are perfectionists on at 
least some matters. For centuries man 
has constantly sought new ways of 
worshipping, governing, playing games, 
running his economy, regulating his 
money supply, raising children, build- 
ing fighting ships, and so on, ad in- 
finitum. No way is ever perfect and 
yet we keep hoping that the next ex- 
periment will reveal the perfect way. It 
never does. We make some improve- 
ments, it is true, and we may find a 
method that is better adapted to a 
changed Light 
ships, for example, have speed but offer 
little protection; heavy armored ones 
sacrifice speed but offer more protec- 
tion. Each has its advantages and dis- 
advantages; no one has all the ad- 


condition. armored 


vantages. 

Likewise, no economic or political 
or other system of doing things is per- 
fect, because man himself is not perfect 
Will’ bem. Yet, 
many of us persist in thinking that the 


and never somehow, 
kind of economy, the type of money 
system, or some other course of action, 
that we are not using is better than the 
one that we are using. The faults of 
any system in use are painfully appar- 


ent; the virtues of any proposed system 
tend to be glamorized. Those who re- 
member the faults it had the last time 
it was used have died. So we try a 
different system. This idealism or opti- 
mism, too often untempered by expe- 
rience or knowledge of history, is one 
of the mainsprings of change. It ex- 
plains why history keeps repeating 
itself. It explains why, for example, 
people have tired of government regu- 
lation and tried laissez faire, and then 
tired of that and tried government reg- 
ulation again. Or why people shift back 
and forth between hard money systems 


and soft or managed money systems. | 


What has this philosophizing to do 
with war bond sales? Quite a lot, as 
you will see, if you read on. 

There are three basic ways of financ- 
ing a modern war: namely, by taxa- 
tion, by borrowing (selling bonds), and 
(and bank de- 
posits). They are desirable and painful, 


by creating money 


both, in the order just given. In major 
modern wars all three methods are 
bound to be used. The middle method, 
selling bonds, generally provides more 
funds than either of the other two. 


(See Table 1, Column 4.) The terms 


Table 1. Financing Three Major American Wars 


aes ee Percentage of cost paid by 
War ‘ ost in 
= Ee billions 
months Taxes Bonds Money 
creation 
(Cava aay rick 7,5 ee ee 48 $ 4 18 70 12 
Wiorled War ligeus 200. ee ener 19 26 20 50 30 
VViorlel eV ier oilers ae cone 45 330 40 50 10 
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Table 2. Major Bond Issues in the Civil War 


Authorized in Interest rate | Term in years | Proceeds in millions 
GES ERY gos RVC IR es Sener ne 6 20 $189.2 
Besiian yee OOM cera iter oak. 6 5530) 514.7 
EALGUEL OOO cis aches oe oc coewn hs a xd | 6 W) 74.3 
TERRES gOS A eS Oe | 5 10-40 1269) 
CSRS TLR GY. ie ee 6 520) 90.7 
LN ORAI EH UefeW IY 58 ee —6 | 5—40 $1,041.8 


Source: D. R. Dewey, Financial History of the United States (1928), pp. 306-8. 


of bond sales differ, however, from one 
major war to the next. The faults of 
the old method are remembered and 
hopes are held for a better method 
this time. Let us examine the methods 
used in this country, starting with the 
Civil War, our first modern war, and 
continuing down to the present. The 
Civil War method, especially, should 
interest us today. 


Civil War Bonds 


The Civil War was a struggle be- 
tween an industrially strong but mili- 
tarily weak North and an industrially 
weak but militarily strong South. At 
the start the North was recklessly opti- 
mistic of victory. The first 75,000 troops 
were mustered in for just three months 
and Congress increased only 
slightly. But the North won no major 
battles for over a year and a half, and 
as the war went on and on costs 
mounted. Soon the banks showed a 
reluctance to lend more to the govern- 
ment on any but very stiff terms. The 
people of that era were not accustomed 
to buying government bonds as they are 
nowadays. So the Treasury floated a 
$50 million loan in the form of short- 
term notes that circulated as money. 
It was these notes that forced a sus- 


taxes 


pension of specie payments in Decem- 
ber, 1861, and drove the country off 
the gold standard. Subsequently other 
issues of Treasury notes, called “green- 
backs,” caused more inflation. 

During the war the government also 
conducted five major bond drives. 
(See Table 2.) This was in addition to 
the welter of short-term 
Treasury notes. Jay Cooke, an astute 
and energetic Philadelphia banker, or- 
ganized a corps of salesmen who almost 
literally peddled bonds from door to 
door. All told, 70 percent of the war 
was financed by borrowing. It was 
necessary to make these bonds very 
attractive to sell them. They usually 
carried interest of 6 percent. Better 
yet, the buyer could pay for them in 
greenbacks but was promised in most 
cases that the interest and principal he 
received would be gold. This was an 
especially fine bargain for those who 
bought bonds when the greenbacks 
were heavily depreciated. It was the 
high price paid by a government whose 
credit was not very good. Professor 
Wesley C. Mitchell later estimated that 
the use of greenbacks in the Civil War 
increased the cost of the war by $600 
million. 

After the war was over there was 


sale of a 
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Table 3. World War I Bond Issues 


D Interest Term in Proceeds in 
roan an rate years millions 
Pine WM eee cc coe se an April, 1917 a9, 15-30 $1,989 
Secondelnbentyinac err October, 1917 4.0 10-25 | 3,808 
Mariel ILAKSAR6 Go aco oa me April, 1918 4.25 10 4,176 
ROUntn et DerLy reyes September, 1918 4.25 15-20 6,964 
VACLOLY, o retote ha chat, mn Ts May, 1919 4.75 2-3 4,498 
HOtall eee asain as Se 1917-19 3.5-4.75 2-30 $21,435 


Source: D. R. Dewey, Financial History of the United States (1928), pp. 


considerable resentment towards those 
bondholders who insisted too legalisti- 
cally on their pound of gold flesh. The 
later bond issues had not stated clearly, 
as had the earlier ones, that they were 
payable in gold. Despite political cam- 
paigns featuring such slogans as “The 
same currency for the bondholder and 
the plowholder,’ all the bondholders 
were paid off in gold. This costly way 
of financing the war and its political 
repercussions were long remembered, 
however, and influenced the financing 


of World War I. 


World War I Bonds 


Although we had over two years’ 
warning that we might be drawn into 
World War I, we were ill prepared 
when the time came. We had to train 
troops and produce supplies for them 
and get them all to Europe in a hurry. 
This was bound to be costly. As before, 
we increased taxes reluctantly and this 
had effects that might have been ex- 
pected on our price level and on our 
monetary system. Prices rose sharply. 
We prohibited the export of gold in 
1917 and thus abandoned the gold 
standard. This time, however, the gov- 
ernment issued no greenbacks. The in- 


502-3, 506, 508, 516. 


flation that took place was largely the 
result of increased demand deposits. 
The increase of these grew in part out 
of the sale of bonds to banks, in part 
out of sales to bank customers who 
were assisted by somewhat indefinite 
loans, and in part from other causes, | 
such as war-induced business expan- 
sion. It is difficult to ascertain very ac- 
curately how much of the war was © 
financed by the creation of such bank 
credit. Selling bonds to banks in ex- 
change for created deposits is money 
creation just as is printing greenbacks. 
A reasonable estimate on World War I 
money creation is 30 percent. 
Approximately half the direct cost of 
the war was met by genuine borrowing. 
There were four major bond sales 
during World War I and one victory 
loan of three-year Treasury notes after- 
wards. (See Table 3.) 
there were, of course, continual sales 


In addition, 


of various short-term Treasury obliga- 
tions. Neither the principal nor the 
interest of these bonds was payable in 
gold, but the interest rate ranged from 
3.9 percent to 4/5 percentPeopia 
were urged to save through bonds so 
that after the war they might buy what 
they wanted. 
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Although we returned to a gold 
standard in June of 1919 and whole- 
sale prices fell 40 percent in 1920-21, 
the bonds got an undesirable reputa- 
tion after the war. Too many persons 
wanted to cash in their bonds in a 
market that was not strong anyway. 
Fourth Liberty Loan bonds sold as low 
as 82. Perhaps this was the best remem- 
bered fact about World War I Liberty 
Bonds. Obviously it was something to 
be avoided, if possible, the next time. 


World War II Bonds 


World War II was a double war and 
it lasted over twice as long as World 
War I. Despite at least two years of 
warning, we were again caught un- 
prepared. Because of a decade of de- 
pression, moreover, our public debt was 
already sizable ($43 billion in 1940). 
But the banking and fiscal policy pur- 
sued since 1931 had driven interest 
rates to an all-time low. This made 
loanable funds cheap not only to the 
government but also to everyone else 
and stimulated inflation. Again there 
were no greenback issues, however. The 
nation was “qualified” gold 
standard and had no difficulty remain- 
ing on it. Since there was no domestic 
convertibility of gold, specie payments 
did not have to be suspended. With 
other nations’ currencies more inflated 
than ours, we could continue to redeem 
gold internationally although most of 
the time it was not necessary to do so. 
As in previous wars, tax increases were 
slow in appearing. 

Bond sales again provided much of 
the funds, especially at first. A sum- 
mary of the eight war loan drives in 
the Federal Reserve Bulletin for Feb- 


on a 


ruary, shows the 


19209 (pe 9120) 
amounts sold as follows: 
T otal sales 


Issue in millions 

IPS? MNES S Mop a oss fe oo 5-6 $ 12,947 
Second Ware loan. os sae. 115}5)5)5) 
Adleweeele \iienen Koriiinn genes geo 18,944 
Bourth War loans... 0c. 16,730 
Jiendon MAvehe IUCyheG aan eae p 20,639 
Subset Wiehe Ibeyeba. 6 acne ome ou 21,621 
SeVventhmy ars Loam anes 26,313 
WEKCIGEA 1 Wepbal peceareoeperon ool 21,144 

otal merchiloansse neni $156,893 


The amounts raised in these drives 
include not only bonds, however, but 
billions of dollars in short-term Treas- 
ury obligations also. As in World War 
I, a large part of these bonds were at 
first sold to or through banks. After 
1942 strenuous efforts were made to 
sell more of them to the public. This 
was not especially successful but the 
effort was highly commendable. The 
banks continued to take a large part 
of the government bonds, but in a more 
indirect way now. Thanks chiefly to 
increased production over the nation, 
less of this war was financed by cre- 
ating money and bank credit (about 
10 percent) than of World War I. 

One peculiar feature of World War 
II securities was that all issues of the 
same term had the same interest rates. 
This was the famous wartime “Pattern 
of Rates,” shown in the following tabu- 
lation: 


Issue Interest rate 
90-day Treasury bills......... HD) 
1-year Treasury certificates.... .875 
Sato) LO-year: bouds.7..cn.c 2.000 
Wonecaterms Onc Sanya tre te 2.500 


Each bond drive was not character- 
ized by a higher rate than the previous 
one as was usually the case in World 
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War I. The highest rate of all was 2.9 
percent on the E or savings bonds 
when held to their 10-year maturity. 
From the Treasury’s viewpoint this 
consistently low pattern of rates kept 
down the service cost of government 
securities. 

As in World War I, people were 
urged to save by buying bonds. It was 
even hinted that spending these savings 
after the war would prevent a depres- 
sion. Partly to remove any fear of not 
being able to market the bonds favor- 
ably, as had been the case in 1920-22, 
the price was virtually guaranteed. 
That was essential too to maintain the 
“pattern of rates.” It was done by the 
cooperation of the Federal Reserve 
System. The New York Federal Re- 
serve Bank bought the securities at 
pegged prices if there were no other 
buyers. This pegging of government 
security prices was probably the most 
conspicuous feature of World War II 
securities. It was also their worst. And 
this pegging continued after the war 
and was still practiced as late as early 
1951. True, the pattern of rates was 
allowed to rise somewhat. 

Federal Reserve Bank support-pur- 
chases of government securities 
pumped bank credit into circulation 
just at the time when some of it should 
have been drawn off. When the price 
level rose, that put pressure on interest 
rates to rise. That forced security prices 
down, which in turn obliged the Fed- 
eral Reserve to buy more government 
securities to protect the government 
security price level that the Treasury 
wanted maintained. And that put more 
demand deposits into circulation and 
paved the way for a second round of 
the same process. The process was so 


subtle, however, that most laymen did 
not understand it. 

Only a combination of circumstances 
in the winter of 1950-51 finally broke 
the vicious circle. The price level rose 
as much as one percent a month during 
the latter part of 1950. This greatly 
disturbed the American public and 
Congress. The feeling grew that some- 
thing would have to be done to stop 
the inflation. Newspapers gave the pub- 
lic some idea of the cause. The Board 
of Governors of the Federal Reserve 
System finally came to believe that the 
time was propitious for taking action. 
A $3 billion budgetary surplus made 
the Treasury less resistant. Still, both 
the Treasury and the President pro- 
tested a rise in interest rates and a 
removal of the bond “pegs.” These pro- 
tests served to highlight the contro- 
versy. On March 3 an agreement: 
to remove the pegs on bonds was an- 
nounced. Since then bond prices have 
fallen and interest rates have risen. 
Actually, that is two ways of saying 
the same thing. All this reflects an 
improved situation for the time being. 
But is it sufficiently improved and how 
long will it remain improved? 

The Korean War may be nearing 
a settlement. The Iranian incident may 
not prove so serious as at first ap- 
peared. But Russia is very likely to 
create other situations. Therefore the 
big armament program must go ahead. 
It will really get under way this 
autumn. Meanwhile the membership 
of the present seven-man Board of 
Governors of the Federal Reserve Sys- 
tem which mustered the courage to 
raise interest rates is due for further 
changes. Marriner Eccles has resigned, 
M. S. Szymezak is contemplating re- 
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signing, and one or even two others 
may also depart. It seems probable that 
President Truman will appoint men 
more sympathetic with the Treasury 
view. There is also considerable re- 
financing to do this year. Either it 
must be all on a short-term basis, 
which solves little, or the Federal Re- 
serve must temporarily “make a 
market” for the longer issues. Sooner 
or later there must be some longer 
issues. Can we be sure that the market 
that is then “made” is only temporarily 
“made”? We might readily find our- 
selves back on a long-term bond-sup- 
port basis, with the only difference that 
bond prices are lower and interest rates 
higher. That is the background against 
which World War III or the big arma- 
ment must be financed. It is still an 
explosive situation. 


Present-Day Bonds 

Three generations have been born 
and many persons have lived out their 
lives and died since the Civil War. 
Once again a great industrial nation 
that is militarily weak is pitted against 
a great agricultural nation that is mili- 
tarily strong. Again our financial health 
is not good. Taxes are high; local, 
state and Federal taxes take almost 
30 percent of the national income. 
This tax rate right now, before any 
large-scale hostilities, is as high as it 
was on the average over World War II. 
It is above the rate (25%) which the 
Australian tax expert, Colin Clark, 
contends curbs incentives to work and 
leads to inflation. 

People still have vivid memories of 
the OPA price controls and of the 
World War II inflation. They are so- 
phisticated about price controls. They 


want no more inflation, but they fear 
that there will be more. 

The public is growing distrustful of 
bonds. As millions cash in their savings 
bonds and get back dollars that buy 
only 55 to 70 percent as much as those 
that they invested in 1941, 1942, 1943, 
and 1944, that distrust mounts. Con- 
gressional and Treasury permission to 
keep their funds invested in savings 
bonds at 2.9 percent is not likely for 
long to allay that fear. 

If people are to continue to buy 
bonds, something better than that must 
be offered. Something must be done to 
rehabilitate the government’s credit so 
that taxes will not have to be raised to 
levels that will unquestionably dis- 
courage productivity, and so_ that 
further creation of money and bank 
credit can be avoided, or at least 
limited. 

Suggested Solutions 

Last year Professor Sumner Slich- 
ter of Harvard University suggested 
that the Treasury issue a bond bearing 
a Treasury guarantee to return to the 
holder the same purchasing power in 
dollars that the original investor put 
up. The great flaw in this outwardly 
attractive proposition is that such 
bonds, if issued in any great quantity, 
would force down the value of other 
unprivileged bonds. That would speed 
up monetization of the debt or cause 
heavy losses to financial institutions 
holding the unprivileged bonds. So also 
would a resurrection of the Civil War 
plan of making government bonds pay- 
able, interest and principal, in gold 
dollars of the present weight and fine- 
ness. Likewise blanket increases in in- 
terest rates on all government securi- 
ties would cause sizable readjustments 


a2 


in the markets for all other securities. 

What then can be done to rehabili- 
tate the bond market? The nation has 
had considerable experience with war 
bonds since the Civil War. Why not 
draw on that experience? Why not 
learn something from the advantages of 
the methods used in three great wars, 
and yet avoid the disadvantages of 
those same methods as much as pos- 
sible? 

The chief advantage of the Civil 
War system was that the bonds were 
redeemable, interest and principal, in 
gold and hence the purchaser believed 
that his purchasing power was pro- 
tected. The chief disadvantage, of 
course, was permitting such bonds to 
be purchased with depreciated green- 
backs. 

The chief advantage of World War I 
bonds was that the government did not 
worry much about their market price. 
The inajor disadvantages were two: 
namely, that too many were sold to 
banks, and that the market for their 
resale was temporarily very poor in the 
depression of 1920-1922. 

The chief advantage of World War 
II bonds was that the government 
made an apparent, if somewhat unsuc- 
cessful, effort not to sell them to banks. 
Their chief disadvantage the 
guaranteed market price. 


was 


For the present situation a bond is 
needed that will avoid most of the dis- 
advantages just cited and will combine 
most of the advantages. Such a bond 
would be purchasable with currency 
that is not depreciating and would be 
payable in gold. It should not be sold 
to banks, and its value should be estab- 
lished through sales in markets in 
which the Federal Reserve would par- 
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ticipate as little as possible. Is it possible 
to have such a paragon of a bond? We 
can come close to having such a one 
although, like World War I bonds, it 
would not be immune from market 
declines. 


Return to a Gold Coin Standard 


As was said before, if we are to 
avoid more and more monetization of 
the national debt we must find a sub- 
stitute for bond supports. We need 
something to supplement higher inter- 
est rates, something that will make 
bond supports seem less necessary, and 
something that will reduce the chances 
that the Treasury will insist on them 
again. What can we put in place of 
these bond supports that will give the 
public more confidence in the bonds’ 
The best feature of the 
bond, should be 
adopted. We may do this simply by 


gold payments, 


making money and demand deposits 


again redeemable in gold. Passage of 


the Reed bill now before Congress 
would put us back on a gold coin 
standard. Making all moneys redeem- 
able in gold coin would not guarantee 
the dollar's purchasing power com- 
pletely, but it would help considerably. 


It would reassure both those who are: 
selling their bonds because they fear’ 


more serious inflation and those who 


are hesitating to buy bonds for the: 
same reason. It would put all securities; 
on the same basis and remove the: 
problem of market readjustments. Ad-- 
mittedly, there might be some interest: 
rate increases but, with gold to share’ 


the burden of reassuring the public 
against inflation, interest rates would 
probably not rise as much. 


The question arises as to whether: 


Civil Wage’ 


l 
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Table 4. Ratio of Gold to Currency Outside Banks and 
Demand Deposits Adjusted, 1914-1951 


(Dollar amounts in billions) 


Average ratio for gold coin standard years 1914-32.................... 


(2) 
Eee (1) Currency outside banks . 
yes Gold holdings and ae deposits EBS SOY LXE) 
adjusted 
1 YE ee eet ae $1.5 $11.6 12.9% 
| ME ee 2.0 11.4 17.0 
eee re. ia re ee 2.6 13.8 18.9 
(1917-19, gold standard suspended) 

. PU Rel NOE eee eae aetna meas “ 2.6 DET 11.0 (low) 
_ AL See 3.4 20.8 16.3 
ere Me nn eee i ors Biss = 3.6 21.4 16.8 
Ee a ae ree 4.0 22.9 Hoa 
| TE ona, BE ie ee eee 4.2 24.6 iF Al 
Be OE ese AN as Lies 41 26.1 15a 
LS ee 4.2 25:5 16.5 
LEAP Nig Ue en ae ae eee oe 4.1 26.4 1555 
| Ee 5 eee Bo 26.7 14.6 
TSS See pe ee ee 4.0 26.4 seit 
(ED Se an oe 4.3 24.6 IWS 
o> ae ies 4.3 21.9 19.6 

| SIGs Sees eee 4.2 20.4 20.6 (high) 
1933-34, gold standard suspended. Resumed in 1934 following 41% devaluation. 
TDS, © 2 eae eo 10.1 270) 37.4 
| OG Se ee eee ee 220) 42.3 52.0 
VEE, cSt ee eee 20.1 106.0 19.0 
° DABS «2 ERE Ne aaeae e ae 24.2 111.6 2186 
DSO: ea eee 22, aS 19.4 
* S)Sth AQ 56s) ae ee ce eee 21.8 114.5 19.0 

16235 


Source: Board of Governors, Banking and Monetary Statistics, pp. 34, 536; Federal Reserve Bulletin. 
Gold figures are for December unless otherwise indicated; currency and deposit figures 
are for June, 1914-22, thereafter for December. Devaluation in 1933-34 increased our 
dollar holdings of gold by 69 percent and tremendously stimulated gold mining; for it 
assured gold producers $35 an ounce instead of $20.67. 


there is enough gold to do this. There 
is. In the period of the gold coin stand- 
ard, 1914-32, we had less gold back 
of our currency and demand deposits 
than we have today. The average then 
was $16.35 per $100 as compared with 
$19.00 today. (See Table 4.) Our 


present gold reserve is one of our great- 
est and one of our least used assets. 
We should use it. Gold convertibility 
would stem the tide of inflation and it 
would rehabilitate the bond market. 
Both results would necessarily lighten 
the tax burden. 
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If there was any justification in 
1933-34 for abandoning the gold coin 
standard because of the depression and 
unemployment (I doubt that there 
was), certainly such justification no 
longer applies in today’s era of pros- 
perity and full employment. A condi- 
tion now exists which not only favors a 
return to the gold coin standard but 
cries out the need for it. 


Conclusion 


The original title for this article was 
“This is where great-grandfather came 
in.” Continuous shows repeat them- 
selves and so does history. By the time 
a show repeats itself most of the audi- 
ence is new and that is true of history, 
too. So the cynic says, “The chief 
thing that we learn from history is that 
we do not learn from history.” That is 
too often true, but it is not always true 
and does not have to be this time. 


In the matter of war bonds, we have 
completed a cycle and are back to a 
situation closely resembling that of the 
Civil War. Let us learn from the ex- 
periences our country has had since 
then. We must not expect the results 
to be perfect, of course, but they should 
be better than if we take the chance of 
reverting to the World War II method. 
The conditions justifying bond supports 
have passed, if indeed they ever existed. 
We should not even think of reviving 
this method. The bond-support system 
has too many serious faults. It inflates 
the currency, discourages bond buyers, 
and dilutes the tax dollars. We need 
instead a system that will reduce cur- 
rency inflation, encourage bond buyers, 
and stretch tax dollars. Return to a 
gold coin standard to supplement our 
freer bond market system seems most 
likely to accomplish this. 


An Analysis of Federal Budgets 


JoHN Sacan, Jr. 
Fellow in Economics, University of Illinois 


WITH THE FEDERAL BUDGET currently 
running at about one fifth of the na- 
tional income, it is important that there 
be a clear understanding of what the 
budget is, how it is constructed, and 
for what purposes it can be used. This 
article will examine various types of 
budgets which have been used or have 
been proposed, in order to see how 
they can affect the operation of the 
economy. 

In the United States, the use of a 
Federal budget is a comparatively re- 
cent development. Despite several at- 
tempts to install a budgetary system, 
the Federal government did not adopt 
such a procedure for contro] of its ex- 
penditures until 1921. 

The establishment of the Bureau of 
the Budget and its issuance of a budget 
were hailed as a great step forward, 
which was to insure the achieving of 
dual goals — efficiency and economy in 
government. The budget then pre- 
sented was the executive or admin- 
istrative budget as we know it today. 

Since its inception, the budget has 
been an object of both veneration and 
criticism. The cry for a_ balanced 
budget has helped to elect presidents, 
and many of them have been haunted 
by the specter of a deficit. The mere 
use of the terms “budget” and “bal- 
anced” brings up an entire complex of 
problems. What is a budget? What 
‘does it include? What are its primary 
functions? So far as balancing is con- 
cerned, any budget balances; but the 
balancing of a governmental budget 


means an equality of receipts and ex- 
penditures, excluding from receipts any 
funds raised by loans or other borrow- 
ing. Repayment of any debt is not 
considered as part of expenditures. This 
definition of budget balancing will be 
used throughout the article. 

The budget of any governmental 
body is a complex and intricate docu- 
ment. It is, however, more than a docu- 
ment. In reality, it is a symbol of the 
success with which governmental func- 
tions are carried on, and should serve 
as a tool for making possible the attain- 
ment of certain goals. Principles have 
been advanced that should underlie all 
budgets. One of these is unity, or the 
treatment of all expenditures and re- 
ceipts in one coherent document. Vio- 
lation of this principle is thought to 
result in shady and questionable prac- 
tices, whereas its observance is a mark 
of healthy and orderly finances. Second, 
a budget should be specific; that is, it 
should point to a specific pattern of 
activity, and to no other. Third, a 
budget should be so clearly worded that 
it leaves no doubt or opportunity for 
choice of those who read it or are to 
be guided by it. Fourth, a budget 
should be set up for a year, or for some 
other definite period. 

A “budgetary symbolism” has grown 
up about the words used in describing 
a budget — balanced, sound, healthy, 
annual, and so on—so that the real 
meaning of these words has become lost 
in some strange normative connotation. 
Thus it is clearly necessary to define 


/ 
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exactly what is meant by a budget in 
any discussion of the subject. More- 
over, the principles which have been 
set forth to guide budgetary policy must 
be applied in accordance with their 
applicability to the particular type of 
budget under consideration. 

Budgets are like roads, in that the 
particular value of each is to be found 
in its usefulness in getting to a desired 
objective. All types of budgets serve to 
allocate funds among the competing 
groups within a government. Certain 
functions, however, are performed to 
varying degrees by various types. For 
instance, the administrative budget is 
best adapted to control expenses, in 
order to achieve efficiency and elim- 
inate waste. The effect of the budget 
on the rest of the economy is_ best 
shown by the cash-consolidated budget. 
This is especially true when the cash- 
consolidated type is used in connection 
with the national economic budget, 
which measures the total output, in- 
come, and expenditures of all segments 
of the economy. In this way the success 
of the government in achieving some 
particular goal, whether it be growth, 
stability, or full employment, can best 
be shown. 

Thus, in setting up any budgetary 
system three considerations which 
should guide the selection are alloca- 
tion of funds, control of expenditures, 
and impact on the economy. 


Administrative or Executive Budget 


Since fiscal 1923, the budget which 
has been presented by the President 
each year has been the administrative 
or executive budget. This is the budget 
concerning which much debate has 


occurred. The question at issue has 
been: Does the budget balance? 
When the financial operations of the 
Federal government were a relatively 
unimportant factor in the total econ- 
omy, the exclusive use of this type of 
budget was not too serious a matter. 
Such a budget has certain advantages. 
In concept, it is a simple document 
listing all the expenditures that each 
branch of the Federal government will 
The side 
shows the sources and amounts of the 


make. offsetting revenue 
funds available for government use. 
In this budget, 


lists the expenditures that it made in 


each department 


the past year, its expenditures for the 
current year, and the expenditures 
which it expects to make in the next 
fiscal year. The total expenditures in- 
clude both those made currently on 4 
cash basis and those on an accrual” 
(payment-deferred) basis. The accrued 
portion does not appear in the budget 
for the year in which payment is actu- 
ally made. The budget for each de- 
partment, therefore, shows the actual 
cost of operating the department for 
that accounting period, whether pay- 
ment was made in that period or not. 

By following this method, Congress 
can ascertain the costs incurred by each 
department or subdivision of the gov- 
ernment and can allocate the available 
funds on the basis of its evaluation of 
each department’s contribution toward 
the fulfillment of the general over-all 
policies and goals. Thus, the cost of its 
service is set in bold relief, and the 
public, as well as Congress, can de- 
termine whether the services rendered 
seem to be worth their cost. This, of | 


course, is an idealized version of the. 
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role of the budget. In actual practice, 
power politics and intra-departmental 
diversions of funds from one purpose to 
another interfere with the allocation 
of funds desired by the public. 

Despite this shortcoming, the ad- 
ministrative budget does serve to allo- 
cate the available funds among alter- 
native uses. Through its use Congress 
and the President can formulate pri- 
orities for expenditures. 

A second important value of the ad- 
ministrative budget is to be found in 
its control of expenses. In the budget 
each department has a limit imposed 
upon its operations. If these limitations 
are judiciously determined and care- 
fully observed, they will result in a 
certain degree of economy.’ They mean 
that a check has been placed on the 
expenditures of each governmental 
unit, and that it can spend only to the 
extent previously determined by Con- 
gress. This control is an important con- 
sideration in any budgetary system, and 
the retention of the administrative 
budget can be justified on this basis. 

Exclusive use of the administrative 
budget, however, has certain weak- 
nesses. Its most serious defect is that 
it does not adequately measure the im- 
pact of the budget on the economy. 
Other shortcomings have become ap- 
parent. For one thing, the operations 
of the trust funds have practically no 
net effect on this type of budget. 
Again, the greater use of the govern- 
mental corporation device presents 
another problem. Under present pro- 


1It must be realized that simply limiting 
the budget itself will not bring efficiency, 
for waste should not be thought of in rela- 
tion to the total expenditures, but only in 
relation to the services provided by a certain 
amount of funds. 


cedures, if the services of such a cor- 
poration are similar in nature to those 
of private corporations only the net 
surplus or deficit is included in the 
budget. This treatment clearly leaves 
much to be desired, especially when 
considering the impact of the budget, 
for its effect upon the economy is more 
than merely the amount of the net 
surplus or deficit. In other cases, the 
total receipts and expenditures of gov- 
ernment corporations are included in 
the budget totals. 

As the scope of government activity 
grew and its expenditures came to be 
larger and more complex, the weak- 
nesses mentioned became both more 
apparent and more serious. No budget- 
ary system can be perfect for all pur- 
poses and at all times. Our Federal 
budget has necessarily been revised and 
adapted to new conditions. 


Cash-Consolidated Budget 

A new division, called ‘Receipts 
from and Payments to the Public,” was 
carried for the first time in the budget 
for the fiscal year ending June 30, 1944. 
As has just been explained, the admin- 
istrative budget, which is usually re- 
garded as “the budget,” includes and 
excludes many items with varying de- 
grees of impact on the functioning of 
the economy. The new division intro- 
duced in 1944 was a significant step in 
revealing the impact of the Federal 
budget on the total economy. 

The purpose of the new classification 
is to present a picture of the flow of 
money between the Federal government 
as a whole and the public. It is not 
intended to replace the other budgets 
but merely to supplement them. None 
of the other budgets purports to show 
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Item Administrative Budget Cash-Consolidated Budget 

Interest Lists accruals of interest due on Interest is included as an expend-- 
bonds as expenditures. The largest iture only when it is actually; 
item is for interest due on Series E paid. Only $268 million was: 
bonds accrued but not paid. In 1948 listed as expenditures for Series: 
this budget listed $804 million as E bond interest in 1948. This was: 
accrued interest on the savings bonds. the interest paid on the bonds: 

actually redeemed. 

Interest paid on securities held in No intragovernmental transfers: 
trust funds if listed as an expendi- are listed in the budget. 
ture. In 1948 this item amounted to 
$746 million. 
Interest is paid to various govern- No  intragovernmental transfers: 
ment agencies on their holdings of are listed in the budget. 
government securities, and interest 
is paid by them to the Treasury for 
advances and loans. These items are 
listed as expenditures and receipts. 

Trust Funds Payments from the Treasury to the No _ intragovernmental transfers: 


trust funds are listed as expenditures. 
Certain payments from the trust 
funds to budget accounts are listed 
as budget receipts. 


Payments to the public from trust 
funds are not listed as budget ex- 
penditures. 


Federal old age tax is listed as a 
receipt and as a deduction from 
receipts; therefore no net figure is 
shown. 


Veterans’ insurance premiums and 
unemployment tax are received di- 
rectly into the funds, and are not 
listed as budgetary receipts. 


Dividends on National Service Life 
Insurance are not listed as expendi- 
tures, 


are listed in the budget. 


Listed as payments to the public. 


Listed as a receipt from the pub- 
lic. This item amounted to $1,616 
million in 1948. 


For 1948, insurance premiums of 
$424 million and unemployment 
tax of $1,007 million were listed 
as receipts from the public. 


Dividends on National Service 
Life Insurance amounting to $2.2 
billion were listed as payments to 
the public for 1950. 


the exact amount of cash received from 
the public (individual consumers, busi- 
ness firms, and state and local govern- 
ments, both here and abroad), and 
paid to the public, by the Federal gov- 
ernment. Each of the others serves its 
individual function and gives certain 


information, yet none of them can be 
considered as “the budget.” 

In the maze of Federal accounting, 
the administrative budget shows some 
glaring defects. Some flows of funds 
between government agencies are in- 
cluded as receipts and expenditures. 
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Cash-Consolidated Budget 


Item Administrative Budget 
Terminal Terminal leave pay bonds were en- 
Leave tered as an expenditure in the year 
Bonds in which they were issued. In 1947 
they amounted to $1,998 million and 
in 1948 to $269 million. 

Interna- The United States subscription to 

tional Fund the _International Monetary Fund 

and Bank and the International Bank for Re- 
construction and Development, in 
the form of non-interest-bearing 
notes, was entered as an expenditure 
of $1,426 million for the year 1947. 
No notes have been issued since that 
time. 

Government The amount expended for setting up 

Corpora- a government corporation is listed 

tions as an expenditure. 


Terminal leave pay bonds are 
shown as a payment to the public 
only when redeemed. Thus, for 
1948 a total of $1,455 was shown, 
whereas the 1947 budget con- 
tained no figure for this item. 


No entry is made until the notes 
are redeemed. In 1948 payments 
to the public included a total of 
$913 million for these redeemed 
notes. 


No payment to the public is 
shown until the funds leave the 
corporation. 


Note: The comparisons shown in this listing were compiled from Special Study No. 1, Re- 


ceipts from and Payments to the Public, Bureau of the Budget, January, 1949; Receipts 
from and Payments to the Public, Bureau of the Budget, January, 1950; and The 
Budget of the United States Government, fiscal years 1949, 1950, and 1951. 


Other funds go from the government 
agencies to the public or from the pub- 
lic to the government but are not in- 
cluded in the budget. Although for 
certain operational purposes these dif- 
ferences in procedure might be justi- 
fied, they hamper any attempts to 
evaluate the impact of the Federal gov- 
ernment on the rest of the economy. 
For this purpose the “Cash-Consoli- 
dated Budget,” or the “Receipts from 
and Payments to the Public” budget, 
is more useful. So far as accounting 
for governmental corporations is con- 
cerned, however, it does not measure 
their full impact on the economy. 

_ The major differences between the 
two budgets are shown in the accom- 


* This is the name given it by the Com- 
mittee for Economic Development. 


panying tabular form, as they affect 
various types of transactions. 

The cash-consolidated budget is con- 
structed by making adjustments in the 
conventional budget, but the compari- 
sons in the treatment of various items 
clearly show that such adjustments may 
be substantial in character. Conse- 
quently, it is meaningless to make the 
statement “The budget is in balance,” 
unless one specifies which budget is 
meant. There may be a deficit in one 
budget at the same time that the other 
shows a surplus. It is impossible to 
show that in the long run the two 
budgets will disclose the same aggregate 
figures. That fact, however, is of no 
value in analyzing current fiscal opera- 
tions to measure their impact on the 


rest of the economy. 
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The use of the two budgets presents 
certain additional problems. Although 
the writer does not feel that the mere 
act of balancing the budget has any 
value unless several other factors are 
taken into consideration, there are 
many people — including some Con- 
gressmen — who do regard a balanced 
budget as of prime importance. The 
question then arises: “Which budget is 
to be balanced?” An examination of 
the surpluses and deficits in the two 
budgets, as shown in the accompany- 
ing table, will reveal significant differ- 
ences in the handling of certain items. 


Government Surplus or Deficit, as Shown 
by the Administrative Budget and the 
Cash-Consolidated Budget, 1932-1951 


(Billions of dollars) 


Fiscal year Adminis- Cash- 
trative Consolidated 

NOB OI ee yeaa —2.78 —2.7» 
SS ees 2 Se —2.6 —2.6 
TEINS Te ees eet —3.6 --3.3 
OG Sar, ie tee —2.8 —2.4 
NOS Gree eee —4.4 —3.5 
NO Bilinear see: —2.8 —2.8 
ILE ees eee —1.2 —0.1 
De) Lee ae aires —3.9 —2.9 
D4 Oe eee reer. —3.9 —2.7 
A AS Peers saneeicn x —6.2 —4.8 
TSE ere een a —21.5 —19.4 
LAS ae Rr ies —57.4 —53.8 
NOAA Ae. Sec —51.4 —46.1 
OAS Ahearn cemens —53.9 —45.0 
NDA Gites aneceaes tae: —20.7 —18.2 
OAT sie ee eee +0.8 +6.6 
NO 4S een eee +5.4 +8.9 
AD aera eee —1.8° +1.0¢ 
1) 0) ee een cers —5.5¢ —4,94 
LOS ie devas cee ees —5.1°¢ —2.74 


Sources: * Statistical Abstract of the United States, 
1949 (Washington: GPO, 1950), Table No. 
SS) es SA. Mechs, ARENDS INK; BYGU, joe See 
° Budget of the United States Government for the 
Fiscal Year Ending June 30, 1957 (Washing- 
ton GROW 1950) i pss Ulin ou bidre eine 


In fiscal 1947, for example, the ad- 
ministrative budget showed a surplus: 
of $0.8 billion, whereas for the cash- 
consolidated budget the surplus figure: 
was $6.6 billion. This difference can be 
partly accounted for by almost $2 bil- 
lion in terminal leave pay bonds which» 
were included as an expenditure in the 
administrative budget for 1947 butt 
were not actually paid until 1948. Also: 
included in this category was $1.5 bil- 
lion representing the subscription of 
the United States to the International 
Monetary Fund and the World Bank. 
The remainder of the discrepancy was 
largely the result of trust funds receipts: 
and payments. In 1949, for instance; 
trust fund transactions were mainly 
responsible for the fact that one budget! 
showed a small surplus and the othen 


a slightly larger deficit. 

From these illustrations and furthen 
examination of the table, it seems clean 
that the phrase “balancing the budget”* 
has meaning only when there is a defi- 
nite indication of what budget is being: 
considered. 

The President’s Council of Economia 
Advisers has used the cash budget ex- 
clusively in investigating the effects of 
governmental operations on the rest of 
the economy. The Council made the 
following statement in regard to the 
use of the cash budget: 

The best available general measure 03 
these economic impacts is the volume o: 
current cash transactions, other than bor: 
rowing, between government and_ public 
without regard to whether these transac: 
tions arise in connection with the receip: 
and expenditure accounts of the regula 
budget or in connection with social se: 
curity or other trust accounts or whethe: 
they represent cash payments of some 
liability which accrued and was recordec 
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as a budget expenditure at some previous 
date.* 

This cash budget, however, does not 
serve nearly so well as a control mech- 
anism, or as a method of allocating 
funds among the governmental agen- 
cies, as does the administrative budget. 
Thus any ideal budgetary document 
should contain at least these two types 
of budgets. 

Trust Funds 


The major differences between the 
administrative budget and the cash- 
consolidated budget arise from the 
activities of the various government 
trust funds. A brief examination of the 
Mature and purposes of these funds 
‘may be advantageous at this point. 
The trust funds (or accounts) are 
amounts of money which have been set 
aside for special purposes. The more 
than 150 accounts can be grouped into 
three general classifications. First, but 
least important, are those composed of 
money and property received directly 
from individuals or private organiza- 
tions to be used for specific purposes. 
In this group are included such ac- 
counts as the Ainsworth Library fund, 
the Library of Congress trust fund, and 
similar funds. The second group has 
at times been more important, but its 
importance is not of a continuing 
nature. It includes funds created out 
of money appropriated by Congres- 
sional action from general revenues 
and to be used for specific purposes. 
Examples are the adjusted service cer- 
tificate fund, the District of Columbia 


® Economic Reports of the President (New 
York: Harcourt, Brace & Co., Inc., 1949). 
Reprinted from the Annual Economic Re- 
view: January, 1949 of the Council of Eco- 
nomic Advisers, p. 26. 


water fund, and the Pershing Hall 
Memorial fund. The third group is the 
really important one. The funds it in- 
cludes are composed of money collected 
as regular contributions under specific 
programs. The largest of these are the 
unemployment trust fund, the Federal 
old age and survivors’ insurance trust 
fund, the life 
funds, the railroad retirement fund, 
and the Federal employees’ retirement 
funds. At present the assets of these 
five largest trust funds total more than 
$34 billion. 

Each trust fund has been authorized 
by a special act of Congress which 
stipulates the source of money, the ad- 
ministrator of the fund, the investment 
official for the fund, and the types of 
securities that are eligible for invest- 


veterans’ insurance 


ment of surplus moneys. In addition, 
administrative procedure has imple- 
mented the statutory provisions to 
designate certain specially issued secu- 
rities as the investment media for cer- 
tain funds. Thus, the law states that 
the Federal employees’ retirement funds 
will be invested in interest-bearing se- 
curities of the United States or Federal 
land banks. Administrative procedure, 
however, has designated a 4 percent 
special Treasury issue for the use of 
these funds. Similarly, a 3 percent rate 
has been designated for the National 
Service Life Insurance fund (World 
War II veterans) and a 3.5 percent 
rate on the U. S. Government Life 
Insurance fund (World War I vet- 
erans). Originally the investment of the 
old age funds was limited to a special 
3 percent Treasury issue. This was 
changed by legislation in 1939 to con- 
form to the rate set for the unem- 
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ployment funds. Surplus money in these 
two funds can now be invested in reg- 
ular marketable issues of the govern- 
ment or in special issues which bear 
a rate equal to the average rate of 
interest on the public debt as of the 
calendar month next preceding the 
date of issue. The former provision has 
enabled the Treasury to participate in 
the open market with the resources of 
the trust funds to stabilize bond prices 
when it felt that the market should be 
supported. 

‘The trust funds have continually 
been growing in volume. From receipts 
of less than $1 billion in fiscal 1937, 
they have expanded until in 1948 the 
peak was reached, with total receipts 
of $6.8 billion. Even under existing 
legislation it has been estimated that 
receipts will climb to $7.2 billion in 
1955. Expenditures were only $0.1 bil- 
lion in 1937 but had risen to almost $3 
billion by 1949. Dividend payments to 
veterans on their National Service Life 
Insurance swelled total expenditures 
for 1950 to $6.1 billion and to an esti- 
mated amount of $4.2 billion for 1951. 
Surpluses began with $0.6 billion in 
1937 and rose to more than $5 billion 
in 1945. They have since declined, and 
projections for 1952-55 indicate a level- 
ing off at less than $3 billion. Surpluses 
have been shown and are projected for 
every year except 1950, when the 
deficit of $1.2 billion was mainly caused 
by the veterans’ insurance dividend 
payments. 

As the size of receipts by and expend- 
itures from the trust funds has in- 
creased, the differences between the 
administrative and the cash-consoli- 
dated budgets have widened. For ex- 
ample, in 1949 and 1950 expenditures 


of $3 billion and $6 billion, respectively, , 
were not part of the administrative: 
budget. If expenditure totals shown by’ 
the administrative budget were being; 
used to measure the amount of pur-- 
chasing power initiated by the govern-‘ 
ment, the total would be understated 
by the amount of the trust fund ex-- 
penditures. On the other hand, receipts; 
by the trust funds are not shown as} 
administrative budgetary receipts. (The: 
receipts of certain trust funds are 
shown both as a receipt and as an 
expenditure, or a deduction from 
budgetary receipts, the net result being 
that they do not affect total receipts 
in any way.) 

Any surplus in current trust fund 
operations means that receipts from the 
public are larger by that amount. Since 
these operations have resulted in a 
surplus for every year except fiscal 
1950, their net effect has been to de- 
crease the purchasing power remain- 
ing in the hands of the public. This 
fact is not revealed by the administra- 
tive budget; only when the cash-con- 
solidated budget is used can it be seen. 


Impact Budget 

Thus far, this article has considered 
only the budget totals as a measure of 
the governmental impact on the rest of 
the economy. Such use of budget totals: 
alone, however, oversimplifies the case, 
for various components of both the 
receipts and the payments sides differi 
in their effects on the economy. No at- 
tempt will be made here to qualify this: 
concept. The problem will merely be: 
presented. 

Economic literature is filled with dis- 
cussions of the incidences of taxation, 
and of the effects of various kinds of 
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taxation on incentives, output, and.em- 
ployment. At this stage of economic 
knowledge the effects of the various 
types of taxes cannot be stated defi- 
nitely and with precision. It is believed 
that consumption expenditures are af- 
fected more by payroll taxes, personal 
income taxes at the lower levels, and 
excise taxes than by corporation income 
taxes and high progressive income 
taxes. Thus, within certain given as- 
sumptions, the former group is con- 
sidered to be more deflationary in 
effect than the latter. In an examina- 
tion of any budget, therefore, the com- 
ponents of the receipts, or the tax 
structure, should be analyzed. 
Although two budgets may show the 
same totals they may have vastly dif- 
ferent effects on the total economy. 
The effect of inheritance 
against that of payroll taxes, for ex- 
ample, will change incentives. A highly 


taxes as 


progressive income tax will have effects 
on the economy different from those of 
a sales tax, even if the total revenues 
raised are the same. Thus, a source of 
revenue must be considered not only 
in the light of raising a certain total 
amount of revenue, but also as to its 
effects on the entire economy or its 
capacity to achieve some social goal. If 
the desired goal were a redistribution of 
wealth, for example, the raising of a 
given total revenue would require a tax 
program heavily weighted with inheri- 
tance taxes and highly progressive in- 
come taxes. If the policy were aimed 
at decreasing disposable consumer in- 
come, or on the contrary at increasing 
it, different types of tax programs 
would be needed. 

The expenditures side of the budget 
—that is, the payments to the public 


—can be considered in the same way 
by taking into account the components 
which make up the total. Thus, if the 
aim of the government is to generate 
more income and thereby to increase 
output and employment, the choice of 
an expenditures pattern, as well as the 
total amount of the expenditures, is 
highly important. If the purpose of 
governmental policy is to stifle an in- 
flation (a deflationary policy), the 
choice of the pattern or types of ex- 
penditure is likewise very important. 
Similarly, governmental expenditures 
might be used as a tool for the redis- 
tribution of income, for encouraging 
investment, or for other social and eco- 
nomic goals. 

The budget may therefore be thought 
of not simply as a total, but as a col- 
lection of items each of which has its 
own effect on the operation of the 
economy toward the fulfillment of some 
over-all plan or purpose. A_ budget 
might conceivably be devised which 
would show the various receipts and 
expenditures according to their impact 
upon the national economy. 

A beginning toward such an “im- 
pact budget” has been made by the use 
of the functional type of budget. As 
a means of supplementing the other 
budgets, the expenditures have been 
grouped according to their functions. 
Thus, the total of expenditures for na- 
tional defense, housing, and education, 
for example, is shown as a single 
amount, instead of being reported as a 
part of some agency’s expenditures. Not 
enough is known at present about the 
impact of the various components of 
the budget to permit the presentation 
of an impact budget which could be 
used with a great deal of precision. 
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However, as knowledge of this field 
grows, it will become possible to pre- 
sent an impact budget which may 
prove to be a useful tool of govern- 
mental policy. 


Emergency Budget 


On several occasions in the past total 
expenditures of the government have 
been divided into two separate cate- 
gories, or budgets. The first case of this 
was in the Budget for the Fiscal Year 
ending June 30, 1935. Here the expend- 
itures for fiscal 1934 were divided 
into “general” or “ordinary,” and 
“emergency” or “extraordinary.” The 
intention was to finance the general 
expenditures from current revenues, 
whereas the emergency expenditures 
were to be financed by borrowing. 

The next year, in his Budget message 
to Congress on January 3, 1935, Presi- 
dent Roosevelt stressed the use of the 
Emergency Budget by saying: 

. It is evident that we have not reached 
a point at which a complete balance of 
the Budget can be obtained. I am, how- 
ever, submitting to the Congress a Budget 
for the fiscal year 1936 which balances 
except for expenditures to give work to the 
unemployed. If this Budget receives the 
approval of the Congress, the country will 
henceforth have the assurance that, with 
the single exception of this item, every 
current expenditure of whatever nature 
will be fully covered by our estimates of 
current receipts. Such deficit as occurs will 
be due solely to this cause, and it may be 
expected to decline as rapidly as private 
industry is able to reemploy those who are 
without work." 


Ordinary expenditures for fiscal 1936 
were budgeted at $3,302 million and 
receipts were to be $3,422 million. The 

* Budget of the United States Government 


for the Fiscal Year ending June 30, 1936 
(Washington: GPO, 1935) p. x. 


emergency budget amounted to $4,012,, 
all of which was to be financed by 
borrowing.° 

This budgetary procedure has been 
defended on the ground that it empha-- 


sizes the emergency character of certain) 
The attention of the: 
country would therefore be drawn to) 
the actual cause of the deficit and the: 
The: 
amount of the emergency deficit would | 
be carried over and would be paid off 


expenditures. 


purposes of the expenditures. 


within a certain specified period. Thus; 
taxes would be raised and the debt: 
reduced. This could be done either) 
over a certain number of years, over a. 
business-cycle period, or when certain 
indicators (price 
index, or employment) 


index, production; 
showed that: 
these deflationary factors, i.e., increased 
taxes and debt reduction, should bs: 
put into force. At all times the debt: 
thus created would have a high pri- 
ority of repayment. This procedure is; 
assumed to induce adherence to gov-: 
ernmental economy in periods of high 
production and income. 

The use of this budgetary device has 
been criticized as an attempt to ration- 
alize deficits by being able to show both 
balanced and unbalanced budgets at 
the same time. There is some question 
are classed as 
emergency and whether they can be 


of just what items 


separated from the others. Even if such 
a separation can be made, of what real 
value is the division? The purpose may 
be merely to fulfill a campaign promise 
of a balanced budget by showing that 
the general budget is in balance and. 
that the deficit has been caused by the, 
special nature of some emergency. On| 
the other hand, it does throw into ! 


IG OGHICIES | 
| 
| 
| 
| 
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sharp relief the therapeutic expendi- 
tures of the government in bringing re- 
sovery to an ailing economic system. It 
may also be argued that necessary 
emergency deficits are more acceptable 
politically if they are presented in the 
setting of the emergency budget. To the 
extent that this opinion is valid, the ar- 
sument has some merit. 

Use of the emergency budget does 
not present a very important problem. 
However, it may disclose certain facts 
more vividly, as well as make the cure 
of economic maladies more palatable 
politically. 

Asset Budgets 

The budgets which have been dis- 
cussed up to this point have not been 
concerned with the increases in physi- 
cal assets which result from govern- 
mental spending. Since at present no 
national balance sheet exists that shows 
the total net worth of the Federal 
no budget reflect 
asset changes. Part of this lack can be 
traced to the difficulty of establishing 
values for the assets owned by the gov- 
what value 


rovernment, can 


ernment. For example, 
should be placed on the atomic plants? 
Should defense expenditures be con- 
sidered as part of the creation of physi- 
sal assets? Furthermore, since the gov- 
srnment does not operate in order to 
make a profit, subjects such as depre- 
‘lation, depletion, and obsolescence — 
which would have to be considered — 
wre relatively unimportant from a 
yudgetary point of view. 

Another major problem is whether 
o classify an expenditure as capital or 
is current. In Denmark the criterion of 
lurability determines inclusion in the 
apital budget. Brinley Thomas would 
nclude in a capital budget any outlay 


which creates a material asset of a 
durability greater 
Sweden includes only self-liquidating 
investments in the investment budget. 
The latest classifications of the United 
States Bureau of the Budget list loans 
and acquisitions, as well as construction 
or improvement of physical assets, as 
composing the investment budget.? 
The administrative budget measures 
the receipts and expenditures within 


than one year.® 


certain definitions, and the cash budget 
measures the flows of cash in both di- 
rections. Neither of them is concerned 
with accounting for assets accumulated 
or consumed. 

In some ways this is a serious prob- 
lem. From the viewpoint of private 
accounting, no consideration of re- 
ceipts and expenditures is complete 
unless it takes into account those assets 
which have been used up during the 
year. Alvin Hansen says that “only by 
differentiating the capital expenditures 
from the current capital charges can 
we get a clear notion of whether or not 
the budget is balanced.”* Appropriate 
policy as to public expenditures can 
be adopted only after a consideration 
of capital assets accumulated or used 
up. For, as Hansen continues: 

The capital project is worth what it 
costs if the annual benefits derived are at 
least equal to the depreciation and interest 
charges in addition to expenses of opera- 
tion. The double budget executive and 
capital procedure stresses the fact that a 
capital project is not consumed in the 
year in which it is constructed.’ 


® Monetary Policy and Crises (London: 
Routledge, 1936), p. 126. 

"Budget for Fiscal Year 1951, p. 1114. 

8 Fiscal Policy and Business Cycles (New 
York: W. W. Norton & Company, Inc., 
1941), p. 187. 

* Ibid., p. 202. 


The budget document should also 
record that portion of the expendi- 
tures which increases the productive 
capacity of the country. In most cases, 
these will be the expenditures for 
capital assets. The expense of building 
dams, roads, canals, and other projects 
could be recovered either by direct 
revenue or by the larger tax revenues 
which would result from the increased 
prosperity of the area. Many econo- 
mists point to the tax revenues of the 
Tennessee Valley as an example of 
this latter effect. Expenditures for loan 
programs of all kinds, such as the Re- 
construction Finance Corporation, the 
Federal National Mortgage Association, 
the Home Owners Loan Corporation, 
and the Commodity Credit Corpora- 
tion, are examples of expenditures 
which will be recovered; they should 
therefore carry a different designation 
in the budget. Capital expenditures 
that do not provide such a return 
would be considered direct subsidies. 

The terms used for budgets which 
take assets into account are “‘invest- 
ment budget” and “capital budget.” 
These terms are used interchangeably. 
However, in concept the former merely 
considers increases in assets, whereas 
the latter also considers depreciation, 
depletion, and obsolescence of existing 
physical assets, and anticipated losses 
on loan programs. 


Investment Budget 


Using Bureau of the Budget termi- 
nology, the investment budget will be 
considered as a supplementary budget 
document which differs from the con- 
ventional budget only in that the 
budget items are broken down accord- 
ing to asset formation. The tabulation 
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for fiscal 1949 broken down into cur- 


below shows the conventional budget 


rent and investment expenditures, ac- 
cording to major functions: 


Millions 
of 
Classification dollars 
Additions to Federal assets 
OAlisar cease re Tee 1,392 
Physical “assets. oo eee ere 5,174 
Expenditures for other develop- 
mental purposes 
Physical assets (non-Federal)... 721 
Research, development, and 
SUIEVEYS: 0:5 @ ses eter eee 998 
Education, training, and health.. 1,186 


Current expenses for aids and 
Spécial services.) ioe ances ee 13,472 
Other current operating expenses 
Imterest 4 sac. eee eee 5,444 
Other!s Ate. oe ee 10,821 


INOncOst Payments 4. eee 57€ 
Adjustment to daily Treasury 
Statement, Dasis . 45h eee +244 


Total budget expenditures... 40,056 » 
Source: Budget of the United States Goov- 

ernment, Fiscal 1951, p. 1113. 

This classification shows that mor 
than $6 billion of the 1949 expenditures 
actually went to create physical assets; 
Almost $3 billion more went to creat 
non-Federal assets and intangible assets 
which should increase the productiv 
capacity of the country. Thus, almost 
a fourth of the budget was spent t 
acquire assets which would either b 
repaid or would increase the national 
income. 

When this method of presentation is! 
used, the deficit of $1.8 billion for 
fiscal 1949 
does not seem so large or so important. 
This type of statement is not new t 
our budget documents. The Budget 
Message for 1940 recommended that 
the budget be presented with the twa 
categories of current and of capital 


——— 


(administrative budget) 
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expenditures. President Roosevelt used 
the expenditures for the years 1931 
through 1940 to show that the to- 
tal deficit for this ten-year period 
amounted to $27,279 million, whereas 
Federal outlays in the same period 
for durable improvements, recoverable 
loans, investments, and a $2 billion 
stabilization fund totaled $18,431 mil- 
lion.'*° A budget prepared in such a 
manner, he believed, would “permit 
the presentation to the Congress and to 
the public of more accurate and intel- 
ligible statements of the financial op- 
erations of the Government.’’"? 

Not until the Budget Message of 
1951 was this classification again pre- 
sented, although at the request of 
Senator Wayne Morse the Bureau of 
the Budget had prepared a similar 
budget for fiscal 1948. In that report 
the Bureau showed that in the 1948 
budget more than $7 billion repre- 
sented expenditures which either cre- 
ated wealth or would be returned in 
future years.’” 

The classifications in the 1951 in- 
vestment budget document are neces- 
sarily experimental in character. There 
is no complete agreement on the cate- 
gorics in which expenditures can be 
placed. However, this supplementary 
budget should prove to be a great aid 
in determining economic policies for 
the nation. By its use, we should be 
able to measure the contributions 
which the Federal government is mak- 


© Budget of the United States Govern- 
ment for the Fiscal Year ending June 30, 
1940 (Washington: GPO, 1938), p. x. 

elOG. tt. 

"= “Capital Expenditures in the 1948 
Budget,” Congressional Record, July 10, 
1947 (Vol. 93, Part 7, 80th Congress), pp. 
3596-8602. 


ing to the productive capacity of the 
nation and learn what tangible assets 
have been placed under governmental 
control. Here again, as with the emer- 
gency budget, there is the danger that 
this budget might be used simply as a 
means of explaining away deficits — in 
this case, by pointing to increased 
assets. It must be remembered that 
mere creation of assets is not a justifi- 
cation for spending. Other considera- 
tions, such as need and impact of the 
expenditures on the economy, are far 
more important. 


Capital Budget 


The use of a capital budget means 
the adoption by the government of 
private accounting concepts. In the 
capital budget, as in the investment 
budget, expenditures are classified as 
to whether they are current or capital. 
The difference in the two budgets, 
however, is that the capital budget 
would show an imputed charge for that 
portion of the capital which has been 
used up during the accounting period. 
Thus, on the expenditure side of the 
budget there would be an amount rep- 
resenting depreciation, depletion, and 
obsolescence of assets. The budget 
would then be considered in balance 
only if the current receipts balanced 
the current expenditures plus these 
capital allowances. A national balance 
sheet would have to be drawn up to 
show the total assets and the total 
liabilities at some certain date. 

The investment budget described in 
the previous section would have to 
show a net figure after consideration 
of depreciation, depletion, and obso- 
lescence. The operations of one year 
would be weighed in terms of whether 


the value of assets accumulated was 
greater than that of those used up, thus 
supplementing the current receipts and 
expenditures. The budget would then 
be similar to a “profit and loss” state- 
ment of a corporation, with a supple- 
mentary national balance sheet show- 
ing the net worth of the government. 
But what would be gained by this 


procedure? If the entire budget were ~ 


to be included, there would be little 
gain. Almost of necessity, arbitrary and 
unsatisfactory classifications would have 
to be made. For many operations of 
the government this would be virtually 
impossible. The use of these concepts 
in Federal accounting would, however, 
possess certain merits. In government 
corporations, or in other businesslike 
activities of the government, charges 
for depreciation and the like are valid 
and necessary to appraise properly the 
efficiency of their operation. Supple- 
mentary budgets for these various 
activities of the government, which are 
of a quasi-business nature, should ad- 
here closely to private accounting con- 
cepts. The governmental operation of 
any segment of industry (power plants, 
synthetic rubber, barge lines) should 
take into account the profit or loss of 
such operations, including charges for 
depreciation. Any net loss which would 
then be chargeable to general revenues 
should be weighed against the benefits 
of governmental operation of these 
facilities, e.g., defense, 
flood control, or education. As the gov- 
ernment extends its activities into the 
business field, it should adopt this type 
of budget to a greater extent for these 
quasi-business operations. Such budgets, 
however, will always be merely sup- 


conservation, 
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‘or utility that a nation receives fror 


plemental to the administrative an 
the cash budgets. 


Social Budget 


All the budgets, with the exceptio. 
of the impact budget, which have bee: 
analyzed here have adhered to normz 
accounting concepts. This means the 
a budget is considered in balance whe 
the numerical quantities on the t 
sides of the balance sheet are the same 
It means that a pricing mechanisr 
concept is used, so that the satisfactio 


its expenditures may be roughly meas 


tures. Similarly, its receipts shoui 
serve as a rough measure of the amou 
of utility which the nation is tra: 
ferring to the government. The is 
portance or value of mar 


governmental activities cannot be mea: 


social 


ured by the amount of money spent o 
them. The normal type of budget m 
show a surplus in dollar terms b 
upon analysis it might reveal seve 
social deficits in program and policy. 

Some attempt can be made to con 
struct a budget along lines of sociz 
value. Only a concept is presented, an 
there is no intention to give it numer? 
cal value. There is too little agreeme 
on social goals — and even less on hoy 
to measure any success in attainin 
them—to make such an attem 
worth while. The field of welfare ecc 
nomics is still not sufficiently develope: 
for wide use to be made of its theories} 
The basic idea is to measure the soci} 
effect of the government. There ar 
several ways in which this may be done 

One way is to capitalize the expendi 
tures according to some goal thai 
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hould be maximized. Each expendi- 
ure would then be given a “weight,” 
sccording to the social goal. This would 
€ similar to A. P. Lerner’s concept of 
Marginal Social Product. On the re- 
seipt side, the social product lost be- 
cause of taxes would be 
(Actually, a gain might result by vir- 
tue of a more equitable distribution of 
income.) Thus some idea of the social 
values added or subtracted by the gov- 
ernment could be obtained. The aim 
would be at least to balance these, or 


measured. 


preferably to gain more than is lost. 
The total satisfactions which would 
exist in an economy in the absence of 
Zovernment could also be measured by 
any desired method. Such a measure- 
ment would disclose whether govern- 
increased or de- 
creased total satisfactions. This could 


mental action has 


be done by means of a step-by-step 
process, with the effect of each action 
analyzed. It must be recognized, how- 
ever, that a step-by-step analysis may 
not be feasible, for many of the bene- 
ts accrue only when the totality of 
action is taken into account. This sit- 
gation results from the high degree of 
nterdependence and complementari- 
ness in governmental and private ac- 
‘ivities. 

A social budget might possibly be 
approached from the point of view of 
ts impact on the national product. For 
sxample, an expenditure of $3,500,000 
‘or the antitrust division of the Depart- 
ment of Justice might add many times 
hat amount to the national product. 
Because of secondary investment and 
mprovements of all kinds, expendi- 
ures for large river-basin develop- 
mental projects might increase the na- 


tional product. Actions, or absence of 
actions, which subtract from national 
product should also be considered. 
Thus, a bad farming policy, a poor 
conservation policy, or unchecked 
crime might all be considered as lower- 
ing the national product. Here also 
would be classified those governmental 
expenditures which add less to the 
national product than would similar 
projects undertaken by the private seg- 
ment of the economy. 

These concepts are now implicit in 
our budgets. Some expenditures are 
given priority over others by virtue of 
values other than those which would 
be attributed by a strict pricing mech- 
anism. Any of these concepts, parts of 
them, or combinations of them could 
be used in conjunction with more 
formal budgets. Whereas the impact 
budget would more accurately reflect 
the impact of the national budget on 
the total economy, the social budget 
would act as a barometer of the attain- 
ment of social objectives. 


Summary 


This article has attempted to present 
the various types of budgets which the 
Federal government does use or could 
use. The over-all conclusion reached is 
that each of them answers only a few 
of the questions that arise in the opera- 
tion of the government. It is clear that 
an ideal budget document should con- 
tain several budgets, each presenting 
a specific aspect of governmental oper- 
ations. 

Moreover, it should be recognized 
that the term “balancing the budget” 
is meaningless unless one carefully de- 
fines the budget which is being used. 
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Also, the normative values are in even 
greater need of clear definition. For 
example, if balancing the budget is 
“good” per se and the administrative 
budget is used, then the cash budget 
might not be in balance. Any norma- 
tive judgment as to balancing of the 
budgets should indicate how well gov- 
ernmental operations, as reflected in 
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the budget, achieve desired goals 
These goals should be carefully defined 
Is the desired goal economy, full em 
ployment, growth, stability, peace, 0; 
freedom? Only in the light of achieving 
specified goals can the operations o: 
the government, as reflected in the 
various budgets, be considered suc: 
cessful. 


Books Reviewed 


The Corporation Income Tax. By 
Richard Goode (New York: John 
Wiley and Sons, Inc., 1951, pp. 242. 
$3.00) 

_ In this book Professor Goode pre- 

sents an interesting and_ stimulating 

economic analysis of the corporation 
imcome tax. Throughout the study it 
is assumed that the major ends of fiscal 
policy are a reasonable degree of 
equality of individual 
wealth, full employment, and a high 
level of real income. Running also 
throughout the book is the implicit 
assumption that maintenance of a level 


income and 


of demand sufficient to assure full em- 
ployment will pose a Jong-run problem 
in the United States. The effects of the 
corporation income tax on national in- 
come and employment are thus given 
special emphasis, and the consistency 
of the tax with the assumed objectives 
of fiscal policy is tested. 

Attention is focused on the Federal 
corporation income tax, although nu- 
merous comparisons are made between 
this tax and alternative means of 
financing. Only brief references are 
made to special problems of state tax- 
ation. The approach of the study is es- 
sentially that of an economic analysis, 
and it does not purport to present more 
than incidental treatment of the many 
technical details of accounting, law, 
and administration. 

Early in the study the nature of the 
modern corporation as a legal and eco- 
nomic entity is examined. This is fol- 
owed by consideration of the question 
of whether corporations as such should 
xe taxed. The conclusion is reached 
that the corporation income tax merits 


a place in a well-rounded revenue sys- 
tem. Special attention is given to the 
criterion of social usefulness in con- 
sidering the justification for the tax. 
Recognition is given to the fact that 
the effects of the tax upon income, in- 
vestment, and employment depend to a 
large extent upon the extent and di- 
rection of shifting. An entire chapter 
is devoted to the question of incidence. 
The approach to the study of the 
general price effects of the tax is 
through an analysis of changes in ag- 
gregate demand or money income. The 
incidence of the Federal and most state 
taxes on corporation net income in the 
short run is held to be on corporations 
and their stockholders. The analysis 
does not lead to equally positive con- 
clusions relative to long-run shifting. 
That the tax adversely affects groups 
other than stockholders and probably 
causes some changes in relative com- 
modity prices in the long run is ad- 
mitted. On the other hand, little foun- 
dation is observed for the belief that 
a large part of the tax comes out of 
wages or is shifted to consumers to the 
same extent that a selective excise tax 
is shifted to buyers. The importance 
of the conclusion, for both analytical 
and policy purposes, that the short-run 
incidence is largely on corporate profits 
is emphasized. This position is con- 
sistent with the author’s assumption as 
to the basic objectives of fiscal policy. 
Since the assumptions relative to in- 
cidence are crucial to the conclusions 
as to the economic effects of the tax, 
it should be pointed out here that the 
author is forced to rely almost entirely 
on deductive rather than on experi- 
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mental or inductive proof in his analy- 
sis of shifting. Unfortunately, empiri- 
cal verification of tax incidence is 
difficult, if not impossible. 

Data compiled from income tax re- 
turns and published annually in Sta- 
tistics of Income are used in analyzing 
the effects of the corporation income 
tax on the distribution.of income and 
wealth. With some qualifications, the 
tax is found to be a progressive element 
in the tax system. Because the corpo- 
rate tax reduces dividends, it brings 
about a proportionately greater reduc- 
tion in large disposable incomes than in 
small disposable incomes. By prevent- 
ing tax-free reinvestment of profits and 
reducing the appreciation in value of 
stock, the corporate tax on undistrib- 
uted profits also contributes to the pro- 
gressivity of the tax system. It is con- 
ceded that the corporation income tax 
is a far weaker and less precise instru- 
ment of progressive taxation than the 
individual income tax. 

Based upon the hypothesis that the 
major part of the present corporate tax 
comes from retained profits rather than 
current dividends, the tax is held to 
reduce the consumption component of 
total demand much less than the other 
principal Federal taxes. The analysis of 
the effect of the corporation income 
tax on investment leads the author to 
the conclusion that the tax probably 
restricts private investment more in 
proportion to its net yield than any 
other major Federal tax. 

The effects of the tax on consump- 
tion and private investment are com- 
bined for the purpose of appraising its 
influence on national income and em- 
ployment. This procedure is justified 
by the assumption that the volume of 


government expenditures is indepen 

ent of the amount of revenue produce¢ 
by the corporate tax. The analysis su 

ports the opinion that a fairly heav; 
corporation income tax is compatibl: 
with maintenance of a high level o 
money national income. Replacemen 
of the corporate tax by an increase 
the individual income tax, excises, 0 
payroll taxes seems more likely to n 

duce money national income than t 
increase it. 

Professor Goode concludes that th 
corporation income tax, from an ove 
all standpoint, is consistent with hi 
assumption stated above relative to th 
major ends of fiscal policy. Althougk 
the tax is by no means a perfect on 
the author considers it to be ou 
second-best tax— second only to ti 
individual income tax. Its continue 
use as a major feature of the Feder: 
tax system and its wider use in state 
tax systems are thus believed to be 
warranted. 

Because of the lack of definitive 
proof as to incidence, the author’s con’ 
clusions relative to the economic effect 
of the tax will not be universally ac 
cepted. The skillful manner in whick 
the modern tools of economic analysi 
have been employed seems likely, how, 
ever, to command wide respect. The 
book is a valuable contribution to the 
literature on the subject and deserve! 


to be widely read. H. Ko Aree 


Trade and Agriculture. By D. Gale 
Johnson (New York: John Wiley & 
Sons, Inc., 1950, pp. vi, 198. $2.50 

The subtitle of this little book, “A 


Study of Inconsistent Policies,” is some 
what more descriptive than is its title 
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This is an analysis of the conflict be- 
bween our farm program, which pegs 
somestic farm prices above world levels 
and hence leads to trade controls, and 
sur foreign economic policy, which 
eatures freer trade. The first five chap- 
vers sketch the origins, nature, and 
ramifications of this clash; the con- 
eluding six chapters set forth and sup- 
port proposals designed to reconcile the 
two policies. 

Much of the onus for this policy im- 
passe is placed upon a_ nationalistic 
farm program which interferes with the 
free market and leads to such trade- 
disruptive devices as export subsidies, 
import quotas, tariff quotas, import 
=xcise taxes, and escape clauses. When 
the American price of a farm product 
s held materially above the world 
Brice, not only are imports encouraged 
put export subsidies are granted in 
order to dump our exports at the lower 
srices prevailing abroad. Such dump- 
ng sometimes results in the ultimate 
feturn of the dumped commodity, in 
‘aw or processed form. In any case, 
juotas, tariffs, and excise taxes are 
ikely to be applied to prevent an in- 
jux of foreign farm products. The 
oot of the difficulty is the price-sup- 
Jort segment of farm policy; the 
uthor acquits of blame that portion 
yf the farm program which does not 
ig prices. 

Our foreign economic policy, which 
s generally supported in this book, is 
ievertheless held to be partially re- 
ponsible for this conflict of programs. 
\Ithough a “liberal” trade policy is 
udged to be not inconsistent with 
chieving equality of income between 
he agricultural and nonagricultural 
egments of our economy, it is charged 


with contributing little toward stability 
of farm prices and incomes. Commod- 
ity agreements, sometimes included in 
our trade program as a stopgap at- 
tempt to bring stability, are labeled 
generally ineffective. The author con- 
cludes that both sets of policies, farm 
and trade, must be modified. Farm 
policy must include less price tinkering 
and make less use of quotas and other 
restrictionist devices; trade policy must 
continue to press toward freer and ex- 
panded commerce, but it must make 
some provision for greater stability 
in the internationally-traded raw ma- 
terials. 

The second half of the book includes 
a valiant attempt to stipulate changes 
in farm and trade policies that might 
minimize the conflict. Prevailing farm 
policy is indicted as inducing an in- 
efficient allocation of resources, a mis- 
direction of productive effort, and a 
clogging of markets and trade. In place 
of this policy, featuring a system of 
price supports, the author proposes a 
five-point program designed to bring 
income equality and greater price and 
income stability to farmers. Much of 
this program is a mosaic of familiar 
materials, inasmuch as most of the 
specific measures proposed have long 
been tried or suggested. The combina- 
tion, however, is new. This is a pro- 
posal which would minimize direct in- 
terference in farm markets. 

The suggested program includes: 
(1) a national food and fiber program, 
including new market outlets, increased 
marketing efficiency, extension of 
school lunches, and an enlarged food 
stamp or allotment plan; (2) direct in- 
come payments during industrial de- 
pressions, on a disaster floor rather than 


a permanent plateau basis; (3) a 
national storage program to eliminate 
fluctuations in supply resulting from 
variations in yield; (4) a “conversion” 
program for distressed areas, featuring 
development of nonfarm opportunities, 
vocational education and job training, 
aid in enlarging and adapting farms, 
and transitional income payments; and 
(5) forward prices, to transfer price 
uncertainty from the individual to 
society without undertaking a rigid 
long-term system of price supports. 
Such a program, the author argues, 
would help farmers attain higher and 
more stable incomes without necessi- 
tating the sabotage of trade policy. 

In the final section of the book, an 
attempt is made to suggest changes in 
our trade policy which might aid the 
farmer in his search for stability. Pro- 
posed is the substitution of either a 
buffer stocks program or a commodity 
reserve plan for 


our 


haphazard, 


spasmodic, and sometimes abortive 
system of commodity agreements. In 
the final full-length chapter, a thought- 
ful if perhaps necessarily inconclusive 
analysis is made of the world-wide prob- 
lem of agricultural poverty. The author 
rejects large-scale surplus disposal as a 
long-range solution; economic develop- 
ment programs are held to have much 
more promise but to involve a stagger- 
ing variety of economic, social, and 
political problems. 

This is a competent, pertinent, and 
frequently thought - provoking book. 
The first half of the study, dealing with 
the causes and scope of the problem, 
is adequate but occasionally perfunc- 
tory. For example, it deals at length 
with the restrictionist outgrowths of 


our price-support policy, such as im- 
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ually the way in which a divorce 


port quotas, but it describes only cas 


domestic and world prices sets up suck 
a chain reaction. Indeed, when farm 
policy is finally examined directly, th 
means of maintaining price support 
are described but the support progra 
itself is scarcely mentioned. Such treat 
ment may be slanted toward agricul 
tural economists or others long familia 
with farm policy; it may merely refle 
the assumption of the author th 
everybody knows about price supports 
or it may mirror a feeling that th 
conflict has already been fully diag 
nosed in print. In any event, this sec 
tion may take a bit too much fo 
granted to be a wholly satisfactor: 
guide for the general reader. 

The section setting forth policy pro: 
posals is more controversial and frag 
mentary but it is also more venture: 
some. The proposed farm progra 
would probably minimize the clash be 
tween our farm and trade policie 
although it appears that this outcome 
would be a happy by-product of 
policy advanced by the author or 
larger grounds. The section on tradé 
policy is much less satisfactory, but ad! 
mittedly the whole commodity agree? 
ment — buffer stocks — commodity re: 
serve area is murky and _ half-chartec 
at best. The author makes a good cas¢ 
for a commodity reserve proposal as 
against buffer stocks or commodity 
agreements, but he does not really show 
that any of these would be of majo1 
consequence. 

This book is a clear, carefull 
reasoned, and undogmatic study of 
problem important not only in its owr 
right but as a case study in our fre. 
quent failure to mesh our domestic anc 
foreign policies. 
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